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The following releases relate to self-regulatory 
rule proposals and/or adoptions. 
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34-17251 
34-17253 
33-6252 Proposal to Amend Rule 144, which 
provides a safe harbor for the resale 
of securities [File No. S7-861 — 
Comment Period Expires: December 
1, 1980]. 

33-6254 Adoption of Rule 12b-1 under the 
Investment Company Act to permit 
open-end management investment 
companies to bear expenses associ- 
ated with the distribution of their 
shares. 

34-17258 Adoption of amendments to Rule 
19b-4 under the 1934 Act. 
34-17259 Withdrawal of proposed Rule 3b-7 
which would have defined the term 
“rule” of a self-regulatory organiza- 
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tion for purposes of Sections 
3(a)(27) and 3(a)(28) and with- 
drawal of proposed amendments to 
Rule 19b-4 and related Form 
19b-4A. 
35-21767 Proposal to amend Rule 45(b)(6) 
under the 1935 Act which is a con- 
ditional general authorization by 
rule for the members of a holding 
company system to join in a con- 
solidated federal income tax return 
without applying each year, under 
Rule 45(a), for a specific order 
authorizing such action. [File No. 
S7-862 — Comment Period Ex- 
pires: December 31, 1980]. 
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SECURITIES ACT OF 1933 
Release No. 6252/October 24, 1980 


RESALES OF SECURITIES 
ACTION: Proposed rulemaking. 


SUMMARY: The Commission is publishing for 
comment a proposal to amend Rule 144, which 
provides a safe harbor for the resale of securities to 
the public. The proposed amendments would permit 
persons who have held securities covered by the rule 
for periods of three or four years, depending on the 
status of the issuer of the securities, to sell such 
securities without compliance with the provisions of 
the rule relating to amount limitation, manner of sale 
and notice, provided such persons are not affiliates 
of the issuer and there is current information avail- 
able to the public concerning the issuer. The pur- 
pose of the amendments is to relax restrictions on 
resales of restricted securities that may be more 
burdensome than necessary. The Commission 
specifically invites comment from interested 
persons on its proposal to eliminate the notice of sale 
requirement, as it has no way to determine the utility 
of information furnished thereby to issuers, the 
investment community, or the general public. When 
Rule 144 was adopted in 1972, the notice 
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requirement (Form 144) was considered valuable as 
an aid to the Commission in monitoring the 
operation of the rule, and as an enforcement tool to 
assist in the detection of abuses. The Commission 
also would welcome comments as to whether the 
Form 144 requirement should be retained for non- 
affiliates, but with revisions in content or format, so 
as to provide information that would be especially 
relevant to those functions in light of the other 
proposed amendments. 


DATE: Comments must be received on or before 
December 1, 1980. 


ADDRESS: Comments should be submitted in 
triplicate to George A. Fitzsimmons, Secretary, 
Securities and Exchange Commission, 500 North 
Capitol Street, Washington, D. C. 20549. Comment 
letters should refer to File No. S7-861 and will be 
available for public inspection. 


FOR FURTHER INFORMATION CONTACT: Ann M. 
Glickman or William E. Toomey at (202) 272-2573, 
Division of Corporation Finance, Securities and 
Exchange Commission, Washington, D.C. 20549. 


SUPPLEMENTARY INFORMATION: The 
Commission today published for comment 
proposed amendments to Rule 144 (17 CFR 
230.144) under the Securities Act of 1933 (the 
“Securities Act”) [15 U.S.C. 77a et seq.]. The 
amendments are being proposed for the purpose of 
relaxing certain provisions of the rule which may be 
unnecessarily burdensome. 


BACKGROUND 


Rule 144 provides a safe harbor for the resale of 
“restricted securities’’ and securities held by 
affiliates? of an issuer. The rule sets forth standards 
which, if met, permit persons who hold such 





1The term “restricted securities” includes securities 
acquired in nonpublic offerings, such as those under 
Section 4(2) of the Securities Act, as well as 
securities acquired in offerings made in reliance 
upon Rule 240 (17 CFR 230.240) under the Act. 


An “affiliate” of an entity is defined in Rule 405 (17 
CFR 230.405) under the Securities Act as “a person 
that directly, or indirectly through one or more inter- 
mediaries, controls, or is controlled by, or is under 
common control with, the (entity).” 
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securities to sell them publicly without the need for 
registration and without being deemed 
underwriters’ under the Securities Act. Rule 144 was 
considered experimental at the time of its adoption 
in 1972.4 Because the rule represented a significant 
departure in the effort to regulate resales of 
restricted securities, the resale provisions of the 
original rule were relatively strict. The Commission 
has watched the operation of the rule carefully and, 
from time to time, has relaxed its requirements to 
alleviate the burden of compliance with the rule ina 
manner consistent with its goal of investor 
protection. 


In Release No. 33-6032 (March 5, 1979) [44 FR 
15610] the Commission adopted amendments to 
Rule 144 which permitted sales of securities by non- 
affiliates without regard to the volume restrictions of 
the rule, provided that the seller held the securities 
for at least three years, if the securities to be sold 
were of a class listed on a national securities 
exchange or quoted on NASDAQ;? or after a four-year 
holding period, if the issuer filed periodic reports 
under Sections 13 or 15(d) of the Securities 
Exchange Act of 1934 (the “Exchange Act’) [15 
U.S.C. 78a et seq.]. The Commission did not change 
any of the other requirements of the rule. In the 
adopting release, the Commission indicated that the 
amendments gave some recognition to the fact that 
a non-affiliate who has held his securities for a 
considerable length of time has provided a 
substantial indication that he did not acquire his 
securities with a view to distribution, and is therefore 
not an underwriter who must register his securities 
for resale. Anyone who is not an issuer, underwriter 
or dealer may resell securities in any manner he 
wishes subject, of course, to the antifraud provisions 
of the Securities Act and the Exchange Act.® The 
Commission believes that similar considerations 
warrant the proposed elimination of the manner of 
sale and notice requirements of the rule for non- 
affiliates who have held their securities for the 
specified periods. 


The proposed amendments would also eliminate the 
manner of sale, amount limitation and notice 
requirements of the rule for sales by non-affiliates 
who have held their securities for four years, if the 
issuer of such securities is in compliance with the 
requirements of paragrah (c)(2) of Rule 144 
regarding the availability of current public 
information. The Commission is of the opinion that 
the three or four-year stratified holding period 
condition is appropriate for the protection of persons 
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who purchase securities sold pursuant to Rule 144. 
Issuers with securities listed on an exchange or 
quoted on NASDAQ are subject to self-regulatory 
controls and trading surveillance not applicable to 
other issuers, and there is a significant difference in 
the amount of information available concerning 
exchange-listed or NASDAQ-quoted securities and 
the securities of other companies that meet the 
conditions of paragraph (c) of Rule 144. 


Certain other considerations prompt the 
Commission’s proposal at this time to provide 
limited relief from the manner of sale and notice 
requirements of Rule 144. In Release No. 33-5979 
(September 27, 1978) [42 FR 43709] the 
Commission amended Rule 144 to permit persons 
selling securities to deal directly with a market 
maker as an alternative to the unsolicited brokers’ 





3The term “underwriter” is broadly defined in 
Section 2(11) of the Securities Act and includes 
persons who acquire securities “with a view to * * * 
distribution.” 


‘See in this regard that portion of Release No. 33- 
5223 (January 11, 1972) (37 FR 591) entitled 
“Operation of the Rule.” 


5NASDAQ is an electronic interdealer quotation 
system which is owned and operated by the National 
Association of Securities Dealers, Inc. 


‘lf the proposed amendments are adopted, the 
manner in which a nonaffiliate resells his securities 
may raise questions as to whether he is engagedina 
distribution for purposes of Rule 10b-6 (17 CFR 
240.10b-6) under the Exchange Act. The traditional 
test of a Rule 10b-6 distribution involves analysis of 
such factors as (i) the magnitude of the offering, (ii) 
the selling efforts, and (iii) the selling methods used. 
See Bruns, Nordeman & Co., 40 S.E.C. 652, 660 
(1961). These are the same criteria used to 
determine whether sales pursuant to the liberalized 
volume limitations under Rule 144, effective as of 
September, 1978 (Release No. 33-5979 (September 
27, 1978)), constitute a distribution for purposes of 
Rule 10b-6. See Release No. 33-6099 (August 4, 
1979), Question 57. If sales pursuant to Rule 144 
constitute such a distribution, Rule 10b-6 prohibits, 
among other things, purchases of the class of 
securities to facilitate the distribution by a 
participant in the distribution until his participa- 
tion has been completed. 
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transaction historically required by the rule. As a 
consequence, meaningful amounts of securities 
have been sold through market makers in 
transactions involving some degree of solicitation. 
The Commission is not aware that this relaxation has 
resulted in any significant adverse effect on the 
securities markets or the investing public, and a 
further easing of this restriction seems appropriate 
at this time. Indeed, a recent joint study by the 
Commerce Department and the Commission’s 
Directorate of Economic and Policy Analysis 
suggests that Rule 144 sales generally do not havea 
significant impact in the over-the-counter market.’ 
When Rule 144 was adopted in 1972, the notice 
requirement (Form 144) was considered valuable as 
an aid to the Commission in monitoring the 
operation of the rule, and as an enforcement tool to 
assist in the detection of abuses. After eight years of 
successful experience under the rule, the 
Commission’s need for the information provided by 
the notice provision is not longer so great, and it has 
therefore proposed deletion of this requirement for 
certain non-affiliates. However, the notice 
requirement remains the primary, if not the sole, 
source of information regarding certain transactions 
under the rule. The Commission would therefore 
welcome comments as to whether the Form 144 
requirement should be retained for non-affiliates, or 
retained but with revisions in content or format, so as 
to provide information that would be especially 
relevant to the monitoring and enforcement 
functions in light of the proposed amendments. 
Specifically, comment is required as to the 
usefulness of the representation as to material 
adverse information required to be made in the 
form. And, from the point of view of a monitoring 
function, which aspects of the form would be 
particularly useful? Comment is also invited on the 
cost or burden involved in the preparation and filing 
of the form and whether the form should be required 
to be filed at the time the sale order is placed or after 
the transaction is effected. The Commission 
particularly urges any persons who utilize the 
information provided by Form 144 to comment upon 
the proposal so that we may measure more 
adequately the utility of the information provided by 
Form 144 to issuers, the investment community, 
and the general public. 


The Commission is not recommending any 
relaxation of the requirements of paragraph (c) of 
Rule 144 relating to current public information 
regarding the issuer of the securities to be sold. 
Because Rule 144 provides a safe harbor for the 
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public resale of restricted securities, the 
Commission considers these requirements 
essential in light of the basic policy and purpose of 
the Securities Act “to provide full and fair disclosure 
of the character of securities.” As the Commission 
proceeds to relax the more mechanical provisions of 
Rule 144, the current public information 
requirement of the rule will help assure the 
continuance of informed and orderly markets. 


DISCUSSION OF THE PROPOSAL 


The Commission is proposing for public comment 
an amendment which would add to Rule 144 a new 
paragraph (k), exempting from the amount limitation, 
manner of sale and notice requirements of the rule 
sales of securities by non-affiliates after a specified 
holding period, such holding period to depend upon 
the information status of the issuer. Specifically, new 
paragraph (k) as proposed would exempt from the 
requirements of paragraphs (e), (f) and (h) of Rule 
144 sales of restricted securities by persons who 
have been non-affiliates of the issuer of such 
securities for a period of at least three months, 
provided that (i) the securities have been held for at 
least three years, and are of class listed on a national 
securities exchange or quoted in NASDAQ; or (ii) the 
securities have been held for at least four years, and 
the issuer thereof files reports pursuant to Sections 
13 or 15(d) of the Exchange Act and otherwise is in 
compliance with the requirements of paragraph 
(c)(1) of Rule 144, or there is publicly available 
concerning the issuer of the securities the 
information specified in clauses (1) to (14), 
inclusive, and clause (16) of paragraph (a)(4) of 
Rule 15c2-11 under the Exchange Act or, if the 
issuer is an insurance company, the information 
specified in Section 12(g)(2)(G)(i) of that Act. 


Paragraph (e)(2) of Rule 144 specifies the amount of 
restricted securities which may be sold by a non- 
affiliate within a three-month period.® Paragraph 
(e)(2) by its terms exempts from the amount 





™Rule 144 Sales in the OTC Market: A Preliminary 
Anaiysis of the Impact of Rule 144 Sales in the OTC 
Market,” pp. 14-16. 


8In general, a person may sell during any three- 
month period an amount equal to the greater of the 
average weekly trading volume (if available), or one 
percent of the outstanding securities of the class. 
See, in this regard, paragraph (e)(1) of Rule 144. 
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limitations securities held for at least three years, if 
they are of a class listed on a national securities 
exchange or quoted on NASDAQ, or securities held 
for at least four years, if the issuer thereof files 
reports pursuant to Sections 13 or 15(d) of the 
Exchange Act. The proposed amendment would 
delete this exemptive language and substitute 
therefor a cross reference to the broader exemptive 
provisions of proposed paragraph (k). 


Paragraph (f) of Rule 144 specifies that all securities 
sold pursuant to the provisions of the rule must be 
sold in “brokers’ transactions” within the meaning of 
Section 4(4) of the Securities Act, or in transactions 
directly with a “market maker’ as defined in Section 
3(a)(38) of the Exchange Act. Paragraph (f) also 
requires the seller of securities not to solicit or 
arrange for the solicitation of orders to buy the 
securities in anticipation of or in connection with the 
transaction, or to make any payment in connection 
with the offer and sale of the securities to any person 
other than the broker who executes the order to sell 
the securities. Paragraph (f) by its terms is not 
applicable to sales of securities for the account of a 
decedent's estate or the beneficiary of such an 
estate, if the estate or the beneficiary thereof is not 
an affilite of the issuer. The proposed amendments 
would add to paragraph (f) a cross reference to 
paragraph (k) to alert the reader to the non- 
applicability of the general requirements of 
paragraph (f) if the conditions of paragraph (k) are 
satisfied. 


Paragraph (h) requires the filing of notices of 
proposed sale pursuant to the provisions of Rule 
144, except in de minimis situations. The proposed 
amendments would add to paragraph (h) a cross 
reference to paragraph (k) to alert the reader to the 
non-applicability of such notice requirements if the 
conditions of paragraph (k) are satisfied. 


TEXT OF THE PROPOSED AMENDMENTS 


It is proposed to amend 17 CFR Part 230 by 


amending paragraphs (e)(2), (f), and (h) of 
§ 230.144 and adding paragraph (k) thereto to read 
as follows: 


PART 230—GENERAL RULES AND REGULATIONS, 
SECURITIES ACT OF 1933 


§230.144 Persons deemed not to be engaged ina 
distribution and therefore not underwriters. 


* * Kk K * 
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(e).* %% 


(2) Sales by persons other than affiliates. The 
amount of restricted securities sold for the account 
of any person other than an affiliate of the issuer, 
together with all other sales of restricted securities of 
the same class for the account of such person within 
the preceding three months, shall not exceed the 
amount specified in paragraphs (e)(1)(i), (1)(ii) or 
(1)(ili) of this section, whichever is applicable, 


unless the conditions in paragraph (k) of this rule are 
satisfied. 


(f) Manner of sale. The securities shall be sold in 
“brokers’ transactions” within the meaning of 
section 4(4) of the Act or in transactions directly with 
a “market maker,” as that term is defined in section 
3(a)(38) of the Securities Exchange Act of 1934, and 
the person selling the securities shall not (1) solicit 
or arrange for the solicitation of orders to buy the 
securities in anticipation of or in connection with 
such transaction, or (2) make any payment in 
connection with the offer or sale of the securities to 
any person other than the broker who executes the 
order to sell the securities. The requirements of this 
paragraph, however, shall not apply to securities 
sold for the account of the estate of a deceased 
person or for the account of a beneficiary of such 
estate: Provided the estate or beneficiary thereof is 
not an affiliate of the issuer, nor shall they apply to 
securities sold for the account of any person other 
than an affiliate of the issuer, Provided the 
conditions of paragraph (k) of this rule are satisfied. 


* * Ke K * 


(h) Notice of proposed sale. |If the amount of 
securities to be sold in reliance upon the rule during 
any period of three months exceeds 500 shares or 
other units or has an aggregate sale price in excess 
of $10,000, three copies of a notice on Form 144 
shall be filed with the Commission at its principal 
office in Washington, D.C.; and if such securities are 
admitted to trading on any national securities 
exchange, one copy of such notice shall also be 
transmitted to the principal exchange on which such 
securities are so admitted. The Form 144 shall be 
signed by the person for whose account the 
securities are to be sold and shall be transmitted for 
filing concurrently with either the placing with a 
broker of an order to execute a sale of securities in 
reliance upon this rule or the execution directly with 
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a market maker of such a sale. Neither the filing of 
such notice nor the failure of the Commission to 
comment thereon shall be deemed to preclude the 
Commission from taking any action it deems 
necessary or appropriate with respect to the sale of 
the securities referred to in such notice. The 
requirements of this paragraph shall not apply, 
however, in the event the conditions of paragraph (k) 
of this rule are satisfied. 


* * * K * 


(k) Sales by persons other than affiliates after 
specified holding period. The requirements of 
paragraphs (e), (f) and (h) of this rule shall not apply 
to restricted securities sold for the account of a 
person who is not an affiliate of the issuer atthetime 
of the sale and has not been an affiliate during the 
preceding three months: Provided (1) the securities 
have been beneficially owned by the person for a 
period of at least three years prior to their sale and 
are part of a class that is either listed on a national 
securities exchange or quoted in the National 
Association of Securities Dealers, Inc.’s electronic 
interdealer quotation system known as NASDAQ, or 
(2) the securities have been beneficially owned by 
the person for a period of at least four years prior to 
their sale and the issuer thereof is in compliance 
with the requirements of paragrap (c)(1) of this rule 
regarding the filing of reports under sections 13 or 
15(d) of the Securities Exchange Act of 1934, or with 
the requirements of paragraph (c)(2) of this rule 
regarding the availability of public information 
concerning the issuer. In computing the period for 
which securities have been beneficially owned for 
purposes of this provision, reference should be 
made to paragraph (d) of this secton. 


(Secs. 2(11), 4(1), 4(4), 19(a), 48 Stat. 74, 88, 85; 
secs. 201, 203, 209, 210, 48 Stat, 904, 906, 908; 
secs. 1-4, 5, 68 Stat. 683, 684; sec. 12, 78 Stat. 580; 
(15 USC. 77bO), 77d@)-77d@4); 7 7s(a)))- 


STATUTORY BASIS 


The amendments to Rule 144 are being proposed by 
the Commission pursuant to the Securities Act of 
1933, particularly Sections 2(11), 4(1), 4(4) and 
19(a) thereof. 


George A. Fitzsimmons 
Secretary 
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SECURITIES ACT OF 1933 
Release No. 6253/October 28, 1980 


PROCEDURES UTILIZED BY THE DIVISION OF 
CORPORATION FINANCE FOR RENDERING 
INFORMAL ADVICE 


ACTION: Interpretive Release. 


SUMMARY: The Commission has authorized the 
issuance of a release describing certain procedures 
recently adoted by the Division of Corporation 
Finance (the “Division’) for responding to all 
requests for no-action and interpretive letters except 
those involving shareholder proposals. In addition, 
the release discusses some of the alternative 
methods utilized by the Division in providing 
informal interpretive advice to the public. Also, it 
enumerates those matters which the staff of the 
Division, for policy or other reasons, will not express 
any view on when raised in a request for no-action or 
interpretive advice. Finally, it sets forth a discussion 
of letters regarding shareholder proposals. 


FOR FURTHER INFORMATION CONTACT: William E. 
Morley or Peter J. Romeo, Division of Corporation 
Finnce, Securities and Exchange Commission, 
Washington, D.C. 20549, (202) 272-2573. 


SUPPLEMENTARY INFORMATION: One of the more 
important functions of the Commission’s Division of 
Corporate Finance is to respond to requests for 
informal advice concerning the application of the 
federal securities laws administered by it.! As 
explained in more detail later in this release, the 
Division provides such advice in a variety of ways, 
such as by issuing no-action and _ interpretive 
letters,? preparing interpretive releases, and 
answering telephone inquiries. Some other units of 





1The Division administers the Securities Act of 1933 
(“1933 Act”) [15 U.S.C. 77a, et seq.], the Trust 
Indenture Act of 1939 (“1939 Act”) [15 U.S.C. 80a, 
et seq.], and portions of the Securities Exchange Act 
of 1934 (“1934 Act”) [15 U.S.C. 78a, et seq.]. 


2A no-action letter is one in which an authorized staff 
official indicates that the staff will not recommend 
any enforcement action to the Commission if the 
proposed transaction described in the incoming 
correspondence is consummated. In some 
instances, the staff will state in response to a no- 
action request that it is unable to assure the writer 
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the Commission, such as the Divisions of Investment 
Management and Market Regulation, similarly 
provide informal advice in this manner. 


NO-ACTION AND INTERPRETIVE LETTERS 


The practice of issuing no action and interpretive 
letters in response to written requests has been 
singled out in the past as an “excellent practice in 
administrative procedure,”? and many members of 
the public have come to rely on the informal advice 
provided in this manner.* Such letters provide a 
current statement of the staff's views concerning the 
application of the securities laws to particular 
transactions and are monitored closely by many 
issuers, members of the bar, and the public. As an 
aid to these persons, the Division publishes monthly 
in the SEC News Digest a list of those letters issued 
during the preceding month that it considers 
significant. 


Until recently, all no-action and interpretive letters 
issued by the Division have followed the format of 
reciting the essential facts and then setting forth the 
position of the Division regarding the issues raised. 
While such detailed responses have been helpful to 
the public in the sense that they have included ina 
single document all of the pertinent information 
relating to the matter under discussion, they have 
required significant expenditures of staff manpower 
both in preparation and typing.° Due to an increase 
in the number of disclosure documents which are 
subject to review by the Division, as well as a 
decrease in the number of Division attorneys, it no 
longer is practical for the Division to continue 
providing such lengthy responses. Accordingly, in 
order to make more efficient use of its resources, 
while at the same time continuing its longstanding 
practice of providing no-action and interpretive 
letter advice upon request, the Division has 
instituted a new abbreviated procedure for providing 
such advice. 


The new procedure involves the use of an 
endorsement to the incoming letter as a method of 
response. Under this procedure, which is being 
utilized for all no-action and interpretive requests 
except those involving shareholder proposals,° the 
Division simply sets forth its position on the issues 
raised either on the last page of the incoming letter 
or, more commonly, on a separate page attached at 
the end of that letter. Both the incoming letter and 
the Division’s endorsement response are then set to 
the requestor, along with a brief note explaining the 
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procedure. 


The principal difference between the endorsement 
procedure and the procedure formerly utilized by 
the Division is that the Division no longer recites the 
facts in its response. The absence of such a 
recitation is not harmful, since all of the pertinent 
facts are set forth in the incoming correspondence. 
The experience of the Commission’s Division of 
Investment Management, which has been utilizing a 
similar type of endorsement procedure for many 
years without any apparent adverse results, indicates 
that while a resettlement of the facts is useful, itis not 
essential and can therefore be dispensed with. 


OTHER METHODS FOR PROVIDING INFORMAL 
ADVICE 


In addition to no-action and interpretive letters, the 
Division, as previously mentioned, also provides 
informal advice in other ways as well. For example, it 
responds to many thousands of telephone inquiries 
annually concerning the statutes, rules and 


regulations administered by it. While the statements 
made by the staff on the telephone are intended to 





Footnote 2 continued 


that it will not recommend enforcement action tothe 
Commission if the transaction occurs in the manner 
proposed by the writer. An interpretive letter is one in 
which the staff provides an interpretation of a 
specific statute, rule or regulation in the context of 
an actual fact situation. 


3See the “Task Force Report on Legal Services and 
Procedures” prepared in 1955 by the Commission 
on Organization of the Executive Branch of the 
Government, p. 189. 


‘Members of the public are entitled to rely on no- 
action and interpretive letters as representing the 
views of the Division. Such letters, however, set forth 
staff positions only and do not constitute an official 
expression of the Commission’s views. See 17 CFR 
202.1(d). 


5The extent of these expenditures is evident in the 
fact that the Division annually issues more than one 
thousand such letters, and the letters commonly are 
four or more pages in length. 


®Letters involving shareholder proposals will be 
discussed later in this release. 
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be helpful to the persons making the inquiries, they 
are not binding due to their highly informal nature. 


The Division also provides informal advice through 
the periodic issuance of interpretive releases on 
matters of general interest to the public. In the past, 
these releases generally have been limited to a 
discussion of a single issue and have been relatively 
short.’ During the past year or so, the Division 
determined to expand its activities in this regard by 
issuing interpretive releases on selected subjects or 
areas of the law that are much more comprehensive 
than those issued in the past. These comprehensive 
interpretive releases are intended both to inform the 
public of the staff's current views on matters of wide 
interest and to reduce the need for the public to 
submit no-action or interpretive requests. 


The two major interpretive releases issued to date 
under this policy dealt, respectively, with resales of 
restricted securities® and the application of the 1933 
Act to employee benefit plans.’ Both releases appear 
to have been quite helpful to the interested public 
and, as a consequence, the Division intends to 
continue to issue such releases whenever a need for 
them is perceived. 


Currently, the staff of the Division is engaged in 
preliminary work for the preparation of an extensive 
interpretive release on the Commission’s rules 
underlying the insider reporting and_ liability 
provisions of Sections 16(a) and (b) of the 1934 Act. 
It also is preparing another comprehensive release 
on employee benefit plans which is intended to 
supplement the earlier release on that subject by 
discussing some issues not previously addressed. 
The Division would welcome any comments or 
suggestions from the public regarding other specific 
topics or areas of the law that are believed to be 
appropriate subjects for such a release.!° 


AREAS OF NO-COMMENT 


In connection with its functions of providing informal 
no-action and interpretive advice, the Division 
occasionally finds that it is inappropriate for policy or 
other reasons to express any position or to comment 
upon the transaction which is the subject of a 
particular inquiry. In such situations, the Division 
will decline to express any view on the application of 
the securities laws to the proposed transaction. 


There are several reasons why the Division may feel 
it is inappropriate in a particular instance to express 
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an opinion. For example, (1) the Division may be in 
no position to verify the facts and circumstances 
which are the basis of the letter; (2) the Division may 
be concerned that its position may be misconstrued 
in somewhat different factual situations; and (3) in 
some areas policy concerns dictate that the Division 
not express a view. 


All of the situations in which the staff will decline to 
state a position have previously been publicized 
either in Commission reieases or in staff letters 
which are publicly available. The Division believes, 
however, that it would be helpful to provide a 
comprehensive list of those situations. The list, 
which relates generally to matters arising under the 
1933 Act, is as follows: 


(1) Hypothetical questions. Responses to such 
inquiries could be misconstrued when applied to 
actual fact situations.!! 


(2) Integration. Questions of this nature involve 
factual issues which the staff is not in a position to 
resolve. !? 


(3) Affiliate or contro! status. This too is an area 
involving factual questions which the staff is notina 





See, e.g., Release Nos. 33-4790 (July 13, 1965) [30 
FR 9059] (employee stock purchase plans), 33- 
4982 (July 2, 1969) [34 FR 11581] (spin-off trans- 
actions), 33-5347 (January 18, 1973) [34 FR 1735] 
(sale of condominiums), 33-5515 (August 8, 1974) 
[39 FR 28520] (dividend reinvestment plans), and 
33-5927 (April 24, 1978) [18163] (registration of 
certain tender offers.) 


®Release No. 33-6099 (August 2, 1979) [44 FR 
46752]. 


°Release No. 33-6188 (February 1, 1980) [45 FR 
8962]. 


Any such suggestions or comments should be 
forwarded to William E. Morley, Division of Corpora- 
tion Finance, Securities and Exchange Commission, 
500 North Capitol Street, Washington, D.C. 20549. 


See Release No. 33-5127 (January 25, 1971) [36 
FR 2600]. 


'2See, e.g., letter re Security Bancorp Inc. dated 
January 21, 1980. 
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position to resolve.!? 


(4) Removal of restrictive legends. Since such 
legends are applied by the issuer voluntarily, their 
removal is subject solely to the issuer’s discretion.'4 


(5) Availability of the Section 4(2) exemption. The 
Commission has adopted a safe harbor in the form of 
Rule 146 [17 CFR 230.146] for this exemption.'® 
Accordingly, only in the most compelling 
circumstances will the Division express a view on its 
availability. 


(6) Availability of the Section 3(a)(11) exemption. 
Again, the Commission has adopted a safe harbor, 
Rule 147 [17 CFR 230.147], for this exemption and 
will therefore express a view concerning its 
availability only in the most compelling 
circumstances.!° 


(7) Availability of the Section 4(1) exemption. Rule 
144 [17 CFR 230.144] has provided a safe harbor for 
this exemption since April 15, 1972. As a 
consequence, the Division will not express any view 
concerning the availability of the exemption unless 
the securities involved were acquired on or before 
April 15, 1972.!’ 


(8) Availability of the Section 3(a)(4) exemption 
where the issuer has not received a favorable tax 
ruling. The exemption provided by Section 3(a)(4) of 
the 1933 Act depends in part on whether the issuer 
possess certain characteristics that are common to 
specific types of tax-exempt organizations. Under 


the circumstances, unless the issuer can 
demonstrate that it has received a ruling from the 
Internal Revenue Service that it qualifies as such an 
organization, the Division will not exress any view on 
the availability of the exemption.'® 


(9) Time-Sharing and other novel real estate 
offerings. Pursuant to a directive from the 
Commission, the Division will not take a position on 
whether individual offerings of this nature involve 
securities within the meaning of Section 2(1) of the 
1933 Act.'9 The concern underlying the 
Commission’s directive is that incorrect inferences 
could be drawn from any expression of staff views in 
this evolving area. 


(10) Esoteric commodity offerings (e.g., gems, rare 
books, gold, silver, and master recordings). The 
Division has declined to express any view as to 
whether such offerings involve securities because of 
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the unique and unusual circumstances involved and 
the possibility that no-action letters for such 
offerings could be misunderstood or misaplied.”° 
The applicability of Section 2(1) of the 1933 Act to 
these offerings is highly dependent on the particular 
facts and circumstances involved, and the Division 
is in no position to verify such facts and 
circumstances. 


SHAREHOLDER PROPOSAL LETTERS 


As previously noted, the new endorsement 
procedure outlined earlier in this release will not be 
used in responding to letters under Rule 14a-8 [17 
CFR 240.14a-8] of the Commission’s proxy rules 
relating to the omission of shareholder proposals 
from an issuer's proxy materials. Letters received 
from issuers pursuant to Rule 14a-8 generally raise a 
variety of complex and difficult issues which cannot 
be easily dealt with through the abbreviated 
endorsement format. The Division, however, is 
concerned with the amount of staff time being 
devoted to shareholder proposal matters and 
therefore is exploring ways for reducing the length 
and complexity of its responses in this area. 





13See, e.g., letter re Book Mobile, 
November 17, 1979. 


Inc. dated 


4See, e.g., letter re RLT, Inc. dated December 12, 
1979. 


Release No. 33-5487 (April 23, 1974 [39 FR 
15266]. 


16Release No. 33-5450 (January 7, 1974) [39 FR 
2353]. 


Release No. 33-5223 (January 11, 1972) [37 FR 
591]. 


'8See, e.g., letter re Shannondale Club, Ltd. dated 
January 12, 1979. 


\9See, e.g., letters re Tropics International and Spirit 
of Hawaii dated April 5, 1974. 


20See, e.g., letters re Publishers Distributors Inc. 
dated August 23, 1979 (book sales); Wes Sanborn 
dated November 9, 1979 (master recording leases); 
and Diamond Network Associates Inc. dated July 9, 
1979 (gems). 
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Some of the alternatives presently under 
consideration for achieving the above objective are 
the elimination from the Division’s response of a 
verbatim restatement of the proposal under 
discussion and the use of standardized statement of 
the Division’s function regarding such proposals that 
can be attached to each response rather than 
retyped in each letter as a separate final paragraph. 
While none of these alternatives have yet been 
adopted, it is anticipated that some methods of this 
nature will be utilized within the next few months to 
limit the amount of time which must be spent on 
shareholder proposal matters. Any comments or 
suggestions from members of the public regarding 
this subject would be welcomed.*! 


The recently issued Staff Report on Corporate 
Accountability indicated a desire by the Division and 
the Commission to reconsider some of the views 
previously expressed with respect to certain types of 
shareholder proposals.” The Report indicates that 
the Commission will issue concept releases relating 
to various shareholder proposal matters in the 
future.”? It is anticipated that these releases will 
reduce the number of requests for no-action letters 
under Rule 14a-8 because they will set forth the 
staff's position with respect to the applicability of the 
rule’s provisions to certain relatively common types 
of proposals. If such a reduction does indeed occur, 
it will alleviate somewhat the Division’s resource 
problem in this area. 


In connection with the foregoing, the Division urges 
issuers to avoid the practice followed by some in the 





71Any such comments or suggestions should be 
directed to William E. Morley at the address listed in 
footnote 10. 


22See Chapter Two of the “Staff Report on Corporate 
Accountability” prepared by the Division. The Staff 
Report is dated September 4, 1980 and is set forth in 
a Committee Print for the Senate Committee for 
Banking, Housing and Urban Affairs, 96th Cong., 
2nd Sess. GPO Document No. 052-070-05418-2. 


23$0me areas which are to be the subject of such 
releases are Rule 14a-8(c)(7) dealing with proposals 
relating to an issuer's ordinary business, and the 
Commission’s view of the applicability to 
shareholder proposals of the Supreme Court's 
decision in First National Bank v. Bellotti, 435 U.S. 
765 (1978). 
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past of citing frivolous grounds for omitting 
proposals. Such a practice causes the Division’s 
staff to spend valuable time in responding to such 
grounds that could be better utilized in other areas. 
Accordingly, while the Division continues to believe 
that issuers should feel free to raise all legitimate 
bases for the omission of a proposal, they and their 
counsel should review past statements issued by the 
Division in connection with the same or similar 
proposals submitted to other issuers to make certain 
that the grounds for omission have not been 
previously addressed,** thereby reducing the need 
for the Division to discuss previously settled issues. 


Accordingly, 17 CFR Part 231 is amended by adding 
this release thereto. 


By the Commission. 


George A. Fitzsimmons 
Secretary 





SECURITIES ACT OF 1933 
Release No. 6254/October 28, 1980 


INVESTMENT COMPANY ACT OF 1940 
Release No. 11414/October 28, 1980 


BEARING OF DISTRIBUTION EXPENSES BY 
MUTUAL FUNDS 


ACTION: Final rules. 


SUMMARY: The Commission is adopting a rule to 
permit open-end management investment 
companies to bear expenses associated with the 
distribution of their shares, if such companies 
comply with certain conditions and procedures. The 
rule requires that any decision by an open-end man- 
agement investment company to use its assets to 
finance distribution be approved by its shareholders 
and directors, including its disinterested directors. 





24All correspondence and other materials relating to 
shareholder proposals which an issuer seeks to omit 
from its proxy materials pursuant to Rule 14a-8(d) 
are publicly available. See 17 CFR 200.82. Thus, itis 
a relatively simply matter to review prior statements 
by the Division on the same or similar proposals 
submitted to other issuers. 
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The rule also contains provisions intended to ensure 
that the disinterested directors are not dominated 
nor unduly influenced by management and that the 
directors are fully informed and exercise reasonable 
business judgment. The procedures in the rule by 
which shareholders and directors would approve a 
plan to use assets for distribution are generally 
similar to those prescribed by statute for approval of 
investment advisory contracts. The procedural 
requirements are somewhat less stringent than they 
were in the rule as proposed. 


The Commission also is adopting a rule to exempt 
from the requirement of prior Commission approval, 
to the extent necessary, certain agreements 
between open-end management investment 
companies and their affiliated persons whereby 
investment company assets are used for 
distribution, if such agreements are entered into in 
compliance with the rule permitting such 
companies to bear their distribution expenses. 


The Commission is adopting certain disclosure and 
reporting requirements relating to the use of assets 
for distribution, including a revision of the 
registration and reporting form for open-end 
management investment companies. 


The Commission is taking these actions because it 
believes that directors and shareholders of open- 
end management investment companies should be 
able to make business judgments to use fund assets 
for distribution in appropriate cases but that, in view 
of the investment adviser’s conflict of interest with 
respect to any recommendation to bear distribution 
expenses and because of uncertainties about 
whether such companies are likely to benefit from 
such expenditures, any such exercise of business 
judgment should be subject to conditions designed 
to ensure that it is made by persons who are free of 
undue management influence and have carefully 
considered all relevant factors. 


EFFECTIVE DATE: October 28, 1980. 


FOR FURTHER INFORMATION CONTACT: Richard 
W. Grant, Special Counsel to the Director, (202) 272- 
2041, Division of Investment Management, Securi- 
ties and Exchange Commission, 500 North Capitol 
Street, Washington, D.C. 20549. 


SUPPLEMENTARY INFORMATION: The 


Commission today is adopting rule 12b-1 [17 CFR 
270.12b-] under the Investment Company Act of 


Volume 21, No. 5, November 11, 1980 


1940 [15 U.S.C. 80a-1 et seq.] (“Act”) to permit 
open-end management investment companies 
(“mutual funds” or “funds”) to bear expenses 
associated with the distribution of their shares. 


Among the significant provisions of the rule are the 
following: 


— selection and nomination of directors who are not 
interested persons of the fund must be committed to 
the discretion of such disinterested directors; 


— a fund which decides to bear distribution 
expenses must formulate a written plan describing 
all material aspects of the proposed financing of 
distribution, and all agreements relating to 
implementation of the plan must be in writing; such 
plan and agreements must contain certain 
provisions similar to those required by the Act for 
investment advisory contracts; 


— the plan must be approved initially: (1) by a vote 
of at least a majority of the fund’s outstanding voting 
securities; (2) by its board of directors as a whole; 
and (3) separately by its directors who are not 
interested persons of the fund and have no direct or 
indirect financial interest in the operation of the plan 
or any agreements related to the plan; 


— in considering a plan to finance distribution, the 
directors must give appropriate weight to all 
pertinent factors; and 


— the directors must decide, in the exercise of their 
reasonable business judgment and in light of their 
fiduciary duties under state law and under the Act, 
that there is a reasonable likelihood that a plan will 
benefit the fund and its shareholders. 


The Commission also is adopting rule 17d-3[17 CFR 
270.17d-3] under the Act to provide an exemption 
from section 17(d) [15 U.S.C. 80a-17(d)] of the Act 
and rule 17d-1 [17 CFR 270.17d-1] thereunder, to 
the extent necessary, for agreements between a 
mutual fund and its affiliated persons whereby 
payments are made by the fund with respect to 
distribution, if such agreements are entered into in 
compliance with rule 12b-1. The Commission also is 
adopting certain disclosure and reporting 
requirements relating to use of assets for 
distribution, so that funds which bear distribution 
expenses in accordance with rule 12b-1 will disclose 
that fact to shareholders and prospective investors, 
as well as report it in registration statements filed 
with the Commission. 
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BACKGROUND 


In November, 1976, the Commission held public 
hearings on the use of fund assets for distribution.' 
After analyzing the comments and written 
submissions made at the hearings, the Commission 
reiterated its traditional view that it is generally 
improper under the Act for mutual funds to bear 
direct or indirect expenses related tothe distribution 
of their shares. However, the Commission has been 
reviewing the issue in light of public interest in and 
comment on the legal and policy implications of use 
of fund assets for distribution. In May, 1978, the 
Commission issued an Advance Notice of Proposed 
Rulemaking concerning conditions under which 
mutual funds might be permitted to bear 
distribution expenses.* Release No. 10252 stated 
the Commission’s belief that it would be useful to 
explore further whether permitting mutual funds to 
finance distribution could, under some 
circumstances, benefit investors. It also solicited 
public comment on a variety of proposed conditions 
upon such use of assets designed to safeguard the 
interests of investors. 


The Commission reevaluated the issue of funds 
bearing distribution expenses in view of the 
comments received in response to Release No. 
10252° and in view of the philosophy and objectives 
of the Investment Company Act Study being 
conducted by the Division of Investment 
Management. The Commission concluded that 
there were a number of difficulties with some of the 
conditions proposed in Release No. 10252. 
Accordingly, in September, 1979, the Commission 
proposed for public comment rule 12b-1 under the 
Act.° Generally, the proposed rule would make it 
unlawful for a mutual fund to finance distribution 
directly or indirectly except in compliance with the 
rule’s substantive provisions. It would prescribe 
procedural requirements which are similar to those 
established by the Act for approval of investment 
advisory contracts, although the requirements of the 
proposed rule were more stringent. The substantive 
provisions of the proposed rule would place a great 
deal of responsibility on fund directors, especially 
the disinterested directors. The provisions were 
intended to insure that: (1) the disinterested 
directors would be free of domination or undue 
influence by management; (2) the directors would 
be fully informed and consider all relevant factors; 
and (3) the directors would exercise reasonable 
business judgment and would act in a manner 
consistent with their fiduciary duties. 
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SUMMARY OF COMMENTS ON RELEASE NO. 10862 


Thirty-two comments were received on Release No. 
10862. Twenty-two commentators, associated 
primarily with the mutual fund industry, submitted 
statements favoring the use of fund assets for 
distribution.’ Six commentators argued against such 





‘The hearings were announced in Investment 
Company Act Release No. 9470 (Oct. 4, 1976) [41 
FR 44770, Oct. 12, 1976] (“Release No. 9470”). 
Copies of the hearing transcripts and written sub- 
missions made in connection with the hearings are 
filed in File No. 4-186. 


2Investment Company Act Release No. 9915 (Aug. 
31, 1977) [42 FR 44810, Sept. 7, 1977]. 


3Investment Company Act Release No. 10252 (May 
23, 1978) [43 FR 23589, May 31, 1978] (“Release 
No. 10252”). 


‘The comments are summarized in Investment 
Company Act Release No. 10862 (Sept. 7, 1979) [44 
FR 54014, Sept. 17. 1979] (“Release No. 10862”). 


Release No. 10862. Certain disclosure and 
reporting requirements relating to the use of fund 
assets for distribution were also proposed in Release 
No. 10862. In addition, the release contained 
proposed rule 17d-3 under the Act. 


®Copies of the comments are filed in File No. S7-743. 
Two comments were filed too late to be included in 
this summary. However, neither contained 
comments that had not already been made by the 
other commentators on the proposed rule. 


7American Bar Association (“ABA”), Capital 
Research and Management Company (“Capital 
Research’), The Fidelity Group of Mutual Funds 
(‘Fidelity Group”), Fidelity Management and 
Research Company (“Fidelity Management”), Neil 
Flanagin, Gardner, Carton & Douglas (“Gardner”), 
Investment Company Institute (“ICI”), Investors 
Diversified Services, Inc. (“IDS”), Investors Group of 
Companies (“Investors Group”), Alice P. Jones 
(“Jones”), Jones & Babson, Inc. (“Babson”), Lord 
Abbett & Co. (“Lord Abbett”), Massachusetts 
Financial Services Company (“Mass. Financial”), 
John G. McDonald (“McDonald”), John R. Metcalf, 
National Association of Securities Dealers, Inc., 
Paine Webber Cashfund, Inc. (“Paine Webber’), 
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use of fund assets,® and one commentator refrained 
from taking any position on the propriety of a fund 
using its assets for distribution. In general, most 
commentators objected to at least some of the 
provisions of proposed rules 12b-1 and 17d-3. 
Several commentators also questioned some 
general statements made by the Commission in 
Release No. 10862. 


Several commentators challenged the funda- 
mental premises underlying the proposed rule. A 
common statement made by those in favor of using 
fund assets for distribution was that no Commis- 
sion rule was necessary to enable funds to finance 
distribution.'° Instead, these commentators thought 
that directors could already authorize a fund to bear 
distribution expenses. Several commentators 
thought that the proposed rule would create 
uncertainty about purportedly well-established and 
current industry practice whereby the level of 
advisory fees reflects distribution expenses of the 
advisers.!! 


Three of the commentators who opposed the use of 
fund assets for distribution concluded that 
withdrawal of the proposed rule and a reaffirmation 
of the Commission’s traditional position was 
warranted because of the assertedly irreconcilable 
conflicts of interest of fund advisers and because the 
shareholder benefit would not be as discernible as 
that of advisers, since advisers clearly benefit from 
increased sales of fund shares.'* Dreyfus and 
Federated, which also opposed using fund assets for 
distribution, thought that the proposed rule would 
destroy the entrepreneurial incentives provided by 
the Act. Dreyfus concluded that the additional 
responsibilities placed on the disinterested 
directors would improperly transform their role from 
one of supervision to one of management. Dreyfus 
questioned the ability of the disinterested directors 
to assume the management functions described in 
Release No. 10862. The board of directors of a fund 
advised by Dreyfus and a disinterested director!? 
from that fund made similar comments individually. 


Several commentators criticized the Commission’s 
reliance on section 12(b) for rulemaking authority 
with respect to distribution and argued that 
Congress intended section 12(b) [15 U.S.C. 80a- 
12(b)] to authorize the Commission to adopt rules 
only where a fund distributed its own shares without 
an external underwriter.'* Instead, several 
submitted that any distribution rule with respect to 
funds which have principal underwriters should be 
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promulgated only under section 15 of the Act.!® 


Some commentators, who argued in favor of 
permitting mutual funds to bear distribution 
expenses, urged the Commission to adopt the 
standard for decision-making by fund disinterested 
directors established by Tannenbaum v. Zeller, 552 
F.2d 402 (2d Cir.), cert. denied, 434 U.S. 934 (1977), 
as the only legal requirement in the distribution 
area.'* In Tannenbaum, the Court of Appeals for the 
Second Circuit held that the disinterested directors 
of a fund did not breach their fiduciary duty to the 
fund in deciding to forgo recapture of brokerage 
commissions because: the directors were truly 
independent of the adviser; they were fully informed 
of all the available alternatives; and they had madea 
“reasonable business judgment” after thorough 





Footnote 7 continued 


Pilgrim Management Corporation (“Pilgrim”), 
Charles D. Root, Jr. (“Root”), Scudder, Stevens & 
Clark (‘Scudder’), The Vanguard Group of 
Investment Companies (“Vanguard”), and Waddell 
& Reed, Inc. (“Waddell”). 


8American Bankers Association (“American 
Bankers”), The Dreyfus Corporation (“Dreyfus”), 
The Dreyfus Third Century Fund, Inc. (“Dreyfus 
Fund”), Federated Investors, Inc. (“Federated”), 
State of California, Department of Corporations 
(“Calif. Department of Corporations”), and Harold N. 
Warsawer (“Warsawer’). 


°The Association of the Bar of the City of New York 
(“NYC Bar”). 


0Capital Research, Fidelity Group, ICI, McDonald, 
and Waddell. 


111C], NYC Bar, Paine Webber, and Waddell. 


12American Bankers, Calif. 
Corporations, and Warsawer. 


Department of 


13Jones. 


14Gardner, ICI, Mass. Financial, Paine Webber, and 
Waddell. 


SABA, ICI, Mass. Financial, and Waddell. 


16Gardner, ICI, IDS, and Lord Abbett. 
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review of all relevant factors. Others would place 
responsibility with the entire board of directors 
and/or shareholders.'’? The ABA urged that any rule 
adopted should apply only to those funds which 
knowingly elect to use fund assets for distribution 
purposes. 


Two commentators suggested conditions governing 
use of fund assets for distribution that were, insome 
respects, similar to the proposed rule. Scudder 
would be sympathetic to a permissive rule if the 
independent directors of a fund concluded, acting in 
good faith, that a fund would benefit from sales 
expenditures by the fund, and if there was adequate 
disclosure to and consent by the shareholders. A 
disinterested director of Vanguard thought that 
shareholder interests would be protected by 
independent directors exercising reasonable 
business judgments on distribution arrangements 
where: (1) the independent directors have no 
connection to or conflicts of interest with investment 
advisers, distributors, or any other organizations 
rendering services to the fund; (2) the independent 
directors are fully informed and represent a diversity 
of talent; (3) actual distribution expenses, whether 
paid directly or indirectly, are disclosed to 
shareholders; and (4) the independent directors 
review annually the long-term cost effectiveness and 
benefits to shareholders of any distribution 
expenses. 


Commentators expressed some support for the 
statement in Release No. 10862 that there would be 
an indirect use of fund assets for distribution if the 
advisory fee was inflated to provide the adviser with 
funds for that purpose!® and agreement with the 


position that any rule on distribution should 
encompass both direct and indirect distributioin 
expenses.’? In general, however, the commentators 
either criticized or were confused by the statement 
that distribution expenses include direct and 
indirect expenses primarily intended to result in the 
sale of shares of a fund. Tne ABA thought that 
directors should consider whether there is any 
indirect use of fund assets only if the directors 
previously made an express determination that a 
portion of the advisory fee would be used by the 
adviser to pay distribution expenses. Two 
commentators” thought that, to the extent approval 
of an underwriting contract which diverted a portion 
of investors’ payments from the fund to the 
underwriter is deemed to be an indirect distribution 
expense, a fund and its directors could comply with 
section 15(b) of the Act [15 U.S.C. 80a-15(b)] and 
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still violate the proposed rule. Others*! were 
uncertain whether the indirect bearing of 
distribution expenses was intended to be subject to 
the proposed rule. Two commentators” urged that 
the concept of “indirect expenses” be deleted from 
the proposed rule. 


Many commentators misconstrued the discussion 
in Release No. 10862 of the Commission’s long- 
standing position that an adviser may use its 
“legitimate” or “not excessive” profits to finance 
distribution. In the opinion of several, such 
statements represented an improper and 
unwarranted expansion of the fiduciary duty 
standard embodied in section 36(b) of the Act [15 
U.S.C. 80a-35(b)].7° A few commentators concluded 
that the proposed rule would establish a level of 
profit standard that was rejected by Congress in 
1970, when Congress considered profit standards 
for investment advisory agreements but instead 
created the fiduciary duty standard under section 36 
[15 U.S.C. 80a-35].%* The ABA and the ICI thought 
that every externally managed fund would be forced 
to adopt the procedures within the proposed rule 
rather than risk a later determination that the 
adviser’s profits were not legitimate and that the 





'7Federated, Mass. Financial, and McDonald 
(director approval), and Babson (director and 
shareholder approval). In the context of responding 
specifically to the voting provisions of the proposed 
rule, several commentators, including some who 
preferred the Tannenbaum standard, supported the 
general concept of shareholder and director 
approval. Others opposed the requirements for 
shareholder approval. See pp. 13-14 infra. 

‘81 ord Abbett. 

‘MV anguard. 

0Fidelity Management and Paine Webber. 
21Pilgrim and Vanguard. 

?2Babson and Pilgrim. 

23ABA, Federated, IDS, and Waddell. 


“Federated, NYC Bar, and Waddell. 
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failure to adopt a plan resulted in a violation of the 
rule. Fidelity Management, on the other hand, 
thought that the rule would discourage an adviser 
from using any of its profits for distribution for fear of 
second guessing by the Commission. 


Many of the specific conditions suggested by the 
Commission drew extensive criticism from the 
commentators. For example, several objected to the 
definition of distribution expenses, part of which 
included a non-exclusive list of activities that would 
be deemed distribution expenses. Instead, the 
commentators recommended that the definition be 
changed to recite precisely all activities that would 
be deemed distribution expenses.*° 


Similarly, commentators criticized the requirement 
for two-thirds approval by shareholders and 
directors for the implementation of a distribution 
plan. They concluded that, since the potential for 
conflict in the decision whether a fund should bear 
distribution expenses would assertedly be no greater 
than the conflict involved in approving the advisory 
contract, a majority vote by shareholders and 
directors should be sufficient to approve a 
distribution plan,?° and that there was no statutory 
basis for the more stringent voting requirements in 
the proposed rule.?” Several commentators thought 
that it would be expensive* and difficult?? for a fund 
to achieve such a high percentage of shareholder 
approval. Capital Research and Vanguard were of 
the opinion that, after the initial shareholder 
approval of a distribution plan, choice of specific 
arrangements to be used from time to time should 
be within the discretion of the board of directors. 
Capital Research argued against requiring 
shareholder approval after each adjustment to the 
basic plan. Other commentators saw no need to 
require any shareholder approval for a distribution 
plan proposal.*° 


Several commentators urged the Commission to 
eliminate the nominating committee requirement 
because they viewed it as unnecessary,*! founded on 
erroneous premises,** inconsistent with the Act,°? 
and creating additional problems.** Commentators 
also questioned the Commission’s views in Release 
No. 10862 as to the possible lack of independence of 
independent directors, in light of the analysis by the 
Supreme Court in Burks v. Lasker, 99 S. Ct. 1831 
(1979), concerning the role of disinterested 
directors.*° Vanguard was the only commentator that 
expressly approved of the requirement that the 
selection and nomination of disinterested directors 
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be committed to the discretion of the disinterested 
directors. Several commentators thought that, if the 
nominating committee concept is preserved in the 
proposed rule, interested directors should be 


allowed to participate in the nominating process.*¢ 


With respect to the requirement that the directors 
weigh all pertinent factors before deciding to use 
fund assets for distribution, including a list of nine 
requisite factors, a majority of commentators on this 
point preferred the Commission to issue a release 
incorporating the nine factors.?’ In such a format, 
they contended, the directors could be made aware 
of their obligations to consider each factor without 
the rigidity that they feared would occur if the factors 
became mandatory provisions in a rule. 





25ABA, ICI, IDS, and NYC Bar. 

22ABA, Capital Research, Federated, ICI, IDS, 
Investors Group, NYC Bar, Paine Webber, Pilgrim, 
Root, and Vanguard. 


27Babson, Fidelity Management, Gardner, ICI, Mass. 
Financial, NYC Bar, and Waddell. 


28ABA, IDS, and Paine Webber. 


29ABA, Fidelity Management, Gardner, ICI, Lord 
Abbett, NYC Bar, and Paine Webber. 


Fidelity Management, Lord Abbett, and Scudder. 
31Federated, Lord Abbett, and ICI. 


32ABA, Federated, Fidelity Group, ICI, Paine Webber, 
and Pilgrim. 


33ABA, Federated, Fidelity Group, 
Financial, and NYC Bar. 


ICI, Mass. 


*Dreyfus Fund. 


ABA, Federated, Fidelity Group, ICI, and Paine 
Webber. 


36ABA, Capital Research, and Fidelity Management. 


37ABA, Fidelity Management, ICI, Investors Group, 
and Lord Abbett. 
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The standard of care required of directors in 
implementing a distribution plan was viewed with 
concern by some commentators, who thought the 
standard suggested that there may be fiduciary 
duties under state law or under the Act which are 
inconsistent with a business judgment standard.** 
Instead, these commentators joined Mass. Financial 
in the view that a business judgment standard alone 
would be appropriate when directors considered 
adopting a distribution plan. 


Release No. 10862 stated that the proxy statement 
relating to a proposal to use fund assets for 
distribution would have to describe all material 
aspects of the plan and all material aspects of any 
agreements relating to implementation of the plan 
and it listed numerous disclosure items. The few 
comments that were received on this portion of the 
proposed rule generally supported the concept of 
full disclosure to investors.*? The Fidelity Group 
concluded that meaningful disclosure would be the 
most practical check on excessive commitments of 
fund assets for distribution expenses. Fidelity 
Management, however, objected to the list of items 
in Release No. 10862 that were deemed to be 
required disclosure items because it was concerned 
that such a pattern of regulation could be expected 
to expand into other areas. 


Release No. 10862 noted that the Commission has 
taken the preliminary position in the Vanguard*® 
proceeding that a fund which bears distribution 
expenses but which does not charge a front end 
sales load cannot refer to itself as a “no-load” fund or 
use equivalent terminology. Release No. 10862 
stated further that the Commission would not 
change its position at this time but that further 
consideration would be given to the “no-load” issue 
in connection with the Vanguard proceeding. 
Scudder, adviser to eight “no-load” funds, argued 
that, if the term “no-load” could be applied where a 
fund pays promotional expenses, the term would 
lose its meaning. On the other hand, a few 
commentators argued that there was no justification 
for the position taken in the Vanguard proceeding 
because the Act makes a distinction between a 
“sales load” and “sales or promotional expenses,”*! 
and because such a prohibition would not 
necessarily result in fair disclosure.‘ 


Commentators on proposed rule 17d-3 requested 
that the Commission clarify the effects of such a 
rule,*? requested that the rule be expanded to 
encompass fund complexes,” and challenged the 
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Commission’s asserted characterization of 
situations raising questions under section 17(d) of 
the Act.*® The ICI and IDS objected to what they 
considered the Commission’s position that funds 
with acommon adviser, directors and/or officers are 
affiliated persons of one another. Paine Webber 
objected to what it viewed as the assumption in 
proposed rule 17d-3 that a traditional advisory or 
distribution agreement involving a single fund ana 
its underwriter is subject to rule 17d-1. Federated 
and Vanguard argued that distribution services 
would be done most efficiently on a group-sharing 
basis and that proposed rule 17d-3 ignores the fact 
that fund complexes, rather than individual funds, 
dominate the industry. The ABA questioned whether 
the proposed rule would apply only with respect to a 
single fund within a complex, to funds not within a 
complex, or to several funds within a complex. 


DISCUSSION 


After a thorough review of the comments on 
proposed rule 12b-1 and the companion rules, the 
Commission has decided to adopt the rules 
substantially as proposed in Release No. 10862. In 
response to the comments, however, the 
Commission has made certain modifications to 
proposed rule 12b-1, which are discussed below. 
Since there may be circumstances under which it 
would be appropriate for a fund to bear its 
distribution expenses, the Commission believes 
there should be some latitude for fund directors to 
exercise their business judgment to authorize sucha 
use of fund assets. Nevertheless, the Commission 





38ABA, Federated, and ICI. 


Fidelity Group, Fidelity Management, and Lord 
Abbett. 


4°For a full discussion of this issue, see /n Re The 
Vanguard Group, Inc., Initial Decision, Admin. Proc. 
File No. 3-5281, 21 (Nov. 29, 1978). 

“\Paine Webber and Vanguard. 

“@Gardner and Paine Webber. 

SABA. 


“Federated, Root, and Vanguard. 


‘SICI, IDS, and Paine Webber. 
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still remains generally concerned about: (1) the 
conflicts which may exist between the interests of a 
fund and those of its investment adviser in deciding 
whether a fund should pay its distribution costs; (2) 
the likelihood that the fund will benefit from paying 
for such costs, and (3) the fairness to existing 
shareholders. Therefore, the Commission believes 
that any permissive rule in this area must contain 
substantive standards to protect fund shareholders, 
guidelines to ensure an orderly process of decision- 
making by directors, and accountability for 
exercising the authority to use fund assets for 
distribution. The Commission has concluded that 
proposed rule 12b-1, as modified, and _ its 
companion rules establish an appropriate regulatory 
balance and should be adopted. The Commission 
and its staff will monitor the operation of the rules 
closely and will be prepared to adjust the rules in 
light of experience to make the restrictions on use of 
fund assets for distribution either more or less strict. 


The Legal Authority to Adopt Proposed Rule 12b-1 


Before proposing rule 12b-1 the Commission twice 
received public comment on its legal authority to 
regulate the direct or indirect use of fund assets for 
distribution. The release announcing the public 
hearings which were held in November, 1976, 
suggested as an issue for consideration: “What, if 
any, authority does the Commission have to adopt 
rules which would permit, prohibit, or limit the use of 
fund assets to pay distribution expenses?’*® The 
Advance Notice of Proposed Rulemaking*’ stated 
that any ensuing rule proposal would be under 
section 12(b). 


Relatively few of the presentations at the public 
hearings discussed the legal issues associated with 
the regulation of fund distribution expenses, but the 
prevalent view among those who did was that, 
although the Act did not necessarily prohibit the 
financing of distribution by funds, the Commission 
had the legal authority under the Act to prohibit or 
limit such activity. Of the 51 persons who 
commented on the Advance Notice, only three 
questioned the Commission’s legal authority under 
section 12(b); only two argued affirmatively that the 
Commission lacks the authority to regulate 
expenditures by funds which have principal 
underwriters. 


However, a significant number of the commentators 


on Release No. 10862 questioned the Commission’s 
legal authority, so it is important to set forth fully the 
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Commission’s basis for relying primarily on section 
12(b) for authority to regulate the use of fund assets 
for distribution.*® Section 12(b) provides: 


It shall be unlawful for any registered open-end 
company (other than a company complying 
with the provisions of section 10(d)) to act as a 
distributor of securities of which it is the issuer, 
except through an underwriter, in 
contravention of such rules and regulations as 
the Commission may prescribe as necessary or 
appropriate in the public interest or for the 
protection of investors. 


Many commentators argued that the Commission 
has no authority under this provision to regulate the 
distribution financing activities of funds which have 
principal underwriters because of the phrase 
“except through an underwriter.” Most of these 
commentators believed that other provisions of the 
Act, primarily section 15(b), govern the distribution 
efforts of funds which have principal underwriters. 
Some contended that the proposed rule was 
inconsistent with the basic statutory scheme 
regulating the relationships between funds and their 
investment advisers and principal underwriters 
established by section 10 and 15 of the Act [15 
U.S.C. 80a-10, 80a-15] because some of the 
procedural and substantive requirements of the 





46Release No. 9470. 
47Release No. 10252. 


48It must be noted that the Commission is also 
relying on other sources of authority as well. Section 
38(a) of the Act [15 U.S.C. 80a-37(a)] gives the 
Commission general authority to adopt rules 
“necessary or appropriate to the exercise of the 
powers conferred” elsewhere in the Act and 
specifically authorizes the Commission to define 
“accounting, technical, and trade terms” used inthe 
Act. The latter phrase is significant because the term 
“distributor” in section 12(b) is not defined. In 
addition, section 17(d) of the Act authorizes the 
Commission to adopt rules regulating certain joint 
transactions involving investment companies and 
their affiliated persons and principal underwriters. 
The Commission is exercising its authority under 
section 17(d) to permit arrangements for use of fund 
assets for distribution which involve covered joint 
transactions only if such arrangements comply with 
rule 12b-1. 
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proposed rule were more rigorous than similar 
provisions in the Act. 


Section 12(b) was intended to permit the 
Commission to regulate the use of mutual fund 
assets to finance distribution. Commission 
spokesman David Schenker testified that the 
purpose of the section was to protect funds “against 
excessive sales, promotion expenses, and so 
forth.”*? The phrase “except through an underwriter” 
does not deprive the Commission of authority over 
the distribution financing activities of funds which 
have underwriters. If a fund finances distribution, it 
becomes so actively and intimately involved in the 
distribution process that, even if it contracts with an 
underwriter, it cannot fairly be said to be distributing 
through that underwriter. Such a fund should more 
properly be viewed as acting as a distributor along 
with the underwriter. 


Nevertheless, it is argued that section 15(b) of the 
Act is the exclusive source of authority to regulate 
the distribution arrangements of funds with 
underwriters. However, that section, in contrast to 
Section 12(b), provides no alternative mechanism 
for the regulation of fund expenditures to promote 
distribution. It would appear that section 15(b) is 
designed to regulate traditional underwriting 
arrangements, i.e., those where underwriters get 
their compensation from sales loads. Unlike section 
15(a) [15 U.S.C. 80a-15(a)], Section 15(b) does not 
require any description of the compensation to be 
paid to the underwriter. This difference presumably 
exists because Congress did not expect funds to pay 
underwriters anything. It would appear that 
Congress sought to regulate under section 15(b) 
only distribution arrangements as it understood 
them to exist and did not contemplate the bearing of 
distribution expenses by funds which have 
underwriters. Therefore, it is inconsistent with the 
purposes of the Act to conclude that Section 15(b) is 
the exclusive source of regulation of fund 
expenditures to promote distribution. 


General Requirements 


Many commentators were critical of the inclusion of 
indirect distribution expenses within the scope of 
the rule. Some appeared confused about what might 
constitute indirect expenses, and others 
recommended that the rule apply only to direct 
expenditures. One commentator recommended that 
directors consider whether there is an indirect use of 
fund assets only if the directors made an express 
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determination that part of the advisory fee would be 
used for fund distribution expenses. Accepting 
these recommendations would make evasion of the 
rule easy. The Commission has historically been 
concerned with whether funds are paying for 
distribution in substance and not with the form of 
particular arrangements. !n this connection, it 
should be noted that section 48(a) of the Act [15 
U.S.C. 80a-47(a)] in effect prohibits doing indirectly 
that which cannot be done directly. Therefore, the 
Commission believes that the rule should apply to 
indirect expenses as well as direct expenses. 


However, in light of the uncertainty evinced by the 
commentators, some further explanation is in order. 
lf a mutual fund makes payments which are 
earmarked for distribution, that is obviously a direct 
use of fund assets for distribution. If a fund makes 
payments which are ostensibly for some other 
purpose, and the recipient of those payments 
finances distribution, the question arises whether 
the fund’s assets are being used indirectly. The 
Commission’s position has been and continues to be 
that there can be no precise definition of what types 
of expenditures constitute indirect use of fund 
assets. That judgment will have to be made based on 
the facts and circumstances of each individual case. 
Under proposed rule 12b-1, fund directors, 





49H.R. 10065, Investment Trusts and Investment 
Companies: Hearings Before a Subcom. of the 
House Comm. on Interstate and Foreign Commerce, 
76th Cong. 3d Sess. 112 (1940) (testimony of 
Commission spokesman David Schenker). H.R. 
10065, which became law, embodied a compromise 
accepted both by the Commission and representa- 
tives of the investment company industry. (/d. at 15- 
16.) Shortly after passage of the Act, Alfred Jaretzki, 
who had participated in drafting the Act as a 
representative of closed-end companies, wrote 
about section 12(b): 


[a]pparently the Commission was_ particularly 
fearful of the possibility that open-end investment 
companies in their formative stages might be made 
to shouler the unprofitable burden of selling and 
distributing their shares during this period of heavy 


expenses and small return, building up the 
investment company for the benefit of some 
controlling person. 


Jaretzki, The Investment Company Act of 1940, 26 
Wash. U.L.Q. 303, 324-25 (1941) (footnote omitted). 
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particularly the disinterested directors, would bear 
substantial responsibility for making that judgment. 
Under sections 15(a) and (c) of the Act they are also 
responsible for evaluating and deciding whether to 
approve the advisory contract. In fulfilling these 
obligations directors of mutual funds would have to 
give careful scrutiny to any past, present or planned 
expenditures by the investment adviser for 
distribution, and determine on the basis of the facts 
of each particular case whether such expenditures 
constituted an indirect use of fund assets in violation 
of their fiduciary obligations under section 36 of the 
Act and in contravention of the rule. The 
Commission and its staff will continue to scrutinize 
arrangements which appear to involve the indirect 
use of fund assets for distribution. 


Much of the confusion among the commentators 
arose from the description in Release No. 10862 of 
the effect proposed rule 12b-1 would have on 
advisers who bear the cost of distribution. Many 
commentators misconstrued the Commissicn’s 
reaffirmation of its position that distribution 
financing activities by investment advisers do not 
necessarily involve an indirect use of fund assets. It 
is hoped that the following explanation will clarify the 
Commission’s position. It is the Commission's view 
that, an indirect use of fund assets results if any 
allowance is made in the adviser’s fee to provide 
money to finance distribution. Therefore, when an 
adviser finances distribution, fund directors, in 
discharging their responsibilities in connection with 
approval of the advisory contract, must satisfy 
themselves either that the management fee is nota 
conduit for the indirect use of the fund’s assets for 
distribution or that the rule has been complied with. 
However, under the rule there is no indirect use of 
fund assets if an adviser makes distribution related 
payments out of its own resources. !n determining 
whether there is an indirect use of fund assets, it is 
appropriate to relate a fund’s payments pursuant to 
the advisory contract to the adviser’s expenditures 
for distribution and to view such expenditures as 
having been made from the adviser’s profits, if any, 
from the advisory contract. To the extent that such 
profits are “legitimate” or “not excessive’, the 
adviser’s distribution expenses are not an indirect 
use of fund assets. Many commentators drew 
unwarranted inferences from the use of “legitimate” 
and “not excessive” in Release No. 10862. Profits 
which are legitimate or not excessive are simply 
those which are derived from an advisory contract 
which does not result in a breach of fiduciary duty 
under section 36 of the Act. The courts have not 
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established definitive standards for determining 
what does or does not constitute a breach of 
fiduciary duty in the compensation area, and, 
although the Commission reserves the right to 
express its own views of what such standards should 
be, it has not done so. 


Some commentators suggested that the definition of 
distribution expenses recite precisely all activities 
that would be deemed distribution expenses. 
Recognizing that new distribution activities may 
continuously evolve in the future, and in view of the 
impracticability of developing an all-inclusive list, 
the Commission maintains that the better approach 
is to define distribution expenses in conceptual 
terms (e.g., financing activities primarily intended to 
result in the sale of fund shares). 


Procedural Requirements 


The Commission has reevaluated the requirement in 
the proposed rule for two-thirds approval by 
shareholders in light of comments about the 
practical difficulties funds anticipated in getting 
sufficient shareholder participation, as distinct from 
approval, to meet the two-thirds requirement. 
Consequently, the rule, as adopted, requires only a 
majority shareholder vote. The Commission believes 
that the approval requirements, including the 
requirement of director approval, are sufficient to 
protect adequately shareholer interests in deciding 
whether it is necessary or appropriate for a fund to 
bear its distribution expenses. In addition, the 
Commission does not believe it is necessary to 
impose the extraordinary requirement that two- 
thirds of the disinterested directors and of the board 
as a whole approve the use of fund assets for 
distribution. It is not clear that the practical effect of 
such a requirement would justify deviation from the 
normal requirement of a majority vote, especially 
since in most cases it would require the support of as 
many disinterested directors to achieve a majority 
vote as it would to achieve a two-thirds vote. 


The rule has also been amended to clarify that, 
subsequent to the adoption of a distribution plan, 
only modifications which would materially increase 
the amount of money to be spent need be submitted 


to the shareholders for approval. Moreover, 
agreements pursuant to a plan will not be subjected 
to a shareholder vote. The Commission recognizes 
that once a distribution plan has been approved in 
the manner prescribed in the rule, directors should 
be allowed some discretion to modify agreements 
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with the providers of distribution services as the 
circumstances change. 


Independence of Directors 


Permitting the use of fund assets for distribution is a 
major regulatory change for the Commission. This 
change reflects both altered circumstances and a 
determination by the Commission that adoption of 
rule 12b-1 is appropriate in light of the regulatory 
reform objectives of the Investment Company Act 
Study. Two central goals of the Study are to permit 
investment companies to exercise wider latitude in 
making business judgments without Commission 
approval and to enhance the role of directors, 
particularly the disinterested directors, in 
scrutinizing investment company affairs. These 
goals are interdependent in that the more capable 
the disinterested directors are of overseeing the 
kinds of activities of investment companies which 
are of regulatory significance, the more the 
Commission will be willing to reduce regulatory 
restrictions. 


The Commission views a decision to use fund assets 
for distribution as a particularly difficult business 
judgment which is complicated by the conflicts of 
interest which are present. Since rule 12b-1 does not 
restrict the kinds or amounts of payments which 
could be made, the role of the disinterested directors 
in approving such expenditures is crucial. No formal 
provisions in a rule can insure that directors will 
make the right decision in every instance; however, 
the likelihood that a decision will be in the best 
interests of a fund and its shareholders will be 
increased if the disinterested directors are 
genuinely independent of management. Of course, a 
requirement that the tenure of disinterested 
directors be independent of management control 
will not guarantee that disinterested directors will in 
fact be independent. Nevertheless, experience 
indicates that such formal independence will breed 
an atmosphere in which actual independence will 
develop. The well-documented trend among 
corporations generally toward director 
independence (e.g., the increasing number of 
boards which have independent majorities and 
majority independent committees, including 
nominating committees) strongly implies a 
recognition of the validity of this proposition. 
Accordingly, the Commission believes that, in order 
for rule 12b-1 to be effective, disinterested directors 
must be independent. 
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The Commission remains concerned that there will 
be situations in which disinterested directors may 
not be able to act with complete independence in 
deciding whether to use fund assets for distribution 
because of the possibility that the advisers’ control 
over the funds they advise could lead to domination 
of or undue influence over the disinterested 
directors. The Commission recognizes that many 
advisers who control the funds they advise would not 
attempt to misuse such control over the 
disinterested directors and that many disinterested 
directors are fully indepedent. However, the 
Commission still believes that it is appropriate to 
enhance the independence of disinterested 
directors by adopting the provisions of paragraph (c) 
as proposed. This belief reflects the cumulative 
experience of the staff in regulating the mutual fund 
industry, and, for that reason, citations of such cases 
as Burks v. Lasker®® are not apposite. Whatever 
Burks or Tannenbaum may have said about the 
theoretical role of disinterested directors or about 
the actual independence of the directors who were 
involved in those cases, it is the Commission’s view 
that as a general proposition disinterested directors 
should not be entrusted with a decision on use of 
fund assets for distribution without receiving the 
benefit of measures designed to enhance their 
ability to act independently. 





5999 S. Ct. 1831. In Burks the Supreme Court held, in 
part, that the Act did not forbid disinterested 
directors from terminating non-frivolous law suits. In 
that case, the Court did not pronounce generally that 
under all circumstances disinterested directors are 
able to act with genuine independence. Instead, the 
court recognized that because of the potential 
conflicts, “some restraints upon the unfettered 
discretion of even disinterested mutual fund 
directors, particularly in their transactions with the 
investment adviser” may be justified (at 1839). 
Although the Commission does not view the 
measures in the rule which will enhance the 
independence of disinterested directors to be 
restraints upon such directors, the Commission 
believes that such measures, in the context of a 
permissive rule to allow funds to pay distribution 
expenses, are consistent with the Supreme Court’s 
caution concerning the role of disinterested 
directors and are necessary and appropriate. 
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With respect to the argument that paragraph (c) is 
extrastatutory, the Commission acknowledges that 
there are no identical provisions in the Investment 
Company Act, although section 15(f) contains 
provisions of similar import.®! Nevertheless, the 
Commission believes that paragraph (c) is a 
reasonable restriction. That provision does not 
impose a new regulatory requirement on all 
investment companies; instead it makes available 
an exemption from regulation for companies which 
elect to institute a corporate governance 
mechanism which, as suggested above, is 
consistent with salutary developments among 
corporations of all types. 


Factors 


In order to avoid the appearance of either unduly 
constricting the directors’ decision making process 
or of creating a mechanical checklist, the 
Commission has decided to delete the list of factors 
from rule 12b-1. However, in order to insure a proper 
record of the deliberative process, the rule will 
require preservation of minutes. Since corporate 
minutes are frequently cryptic, the rule requires 
explicitly that these minutes set forth the factors the 
directors considered, together with an explanation of 
the basis for the decision to use fund assets for 
distribution. 


Although the Commission has decided not to require 
directors to consider any particular factors, the 
Commission believes that the factors enumerated in 
rule 12b-1 would normally be relevant to a 
determination of whether to use fund assets for 
distribution. Therefore, it appears that setting forth 
those factors in this release may provide helpful 
guidance to directors. The following list of factors is 
the same as the list contained in proposed rule 12b- 
1, except for a slight amplification of the fourth 
factor: 


(1) consider the need for independent counsel or 
experts to assist the directors in reaching a 
determination; 


(2) consider the nature of the problems or 
circumstances which purportedly make 
implementation or continuation of such a plan 
necessary or appropriate; 


(3) consider the causes of such problems or 
circumstances; 
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(4) consider the way in which the plan would address 
these problems or circumstances and how it would 
be expected to resolve or alleviate them, including 
the nature and approximate amount of the 
expenditures; the relationship of such expenditures 
to the overall cost structure of the fund; the nature of 
the anticipated benefits, and the time it would take 
for those benefits to be achieved; 


(5) consider the merits of possible alternative plans; 


(6) consider the interrelationship between the plan 
and the activities of any other person who finances or 
has financed distribution of the company’s shares, 
including whether any payments by the company to 
such other person are made in such a manner as to 
constitute the indirect financing of distribution by 
the company; 


(7) consider the possible benefits of the plan to any 
other person relative to those expected to inure to 
the company; 


(8) consider the effect of the plan on existing 
shareholders; and 


(9) consider, in the case of a decision on whether to 
continue a plan, whether the plan has in fact 
produced the anticipated benefits for the company 
and its shareholders. 


Reasonable Business Judgment 


The Commission is adopting the standard of care 
required of directors in implementing a distribution 
plan as proposed originally in Release No. 10862. 
The Commission intentionally did not define the 
relationship between a “reasonable business 
judgment” and “fiduciary duties” under state law 
and sections 36(a) and (b) of the Act, nor did it 
define those director activities that would be 
consistent with each concept. The Commission did 
this in recognition that the concepts are constantly 
evolving and, particularly, that there have been no 
comprehensive or definitive interpretations of the 
various fiduciary duty requirements of section 36. 
Certainly it was not the Commission’s intent to assert 





1Section 15(f) requires, inter alia, that the board be 
three-fourth disinterested for three years after asale 
of an interest in the investment adviser resulting in 
assignment of the advisory contract. 
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any such interpretation of its own. Rather, as stated 
clearly in Release No. 10862, paragraph (e) 
incorporates directors’ existing duties in order to 
emphasize that formal compliance with the other 
provisions of the rule will not establish a safe harbor. 
The Commission believes that the standards for 
accountability placed on the directors concerning 
their decision to implement a distribution plan are 
necessary and are consistent with the standards 
under the Act and under state law required of fund 
directors in other decision making contexts. 


Disclosure and Reporting Requirements 


The Commission is adopting the disclosure and 
reporting requirements substantially as proposed in 
Release No. 10862 for the reasons stated in that 
release. As noted above, the few comments that 
were received on the disclosure and reporting 
requirements generally supported the concept of 
full disclosure to investors. Moreover, the 
Commission continues to believe that it is 
inappropriate, at this time, to modify the position 
taken in the Vanguard proceeding that a fund which 
bears distribution expenses but which does not 
charge a front-end sales load cannot refer to itself as 
a “no-load” fund or use equivalent terminology. 
Instead, the Commission remains of the opinion that 
it is more appropriate to give further consideration to 
this issue within the context of the Vanguard 
proceeding. 


Proposed Rule 17d-3 


The Commission is adopting rule 17d-3 as proposed 
in Release No. 10862. One commentator asked 
whether the rule 17d-3 exemption would apply to 
several funds within a complex. Each fund within a 
complex can make individual and independent 
determinations, in accordance with the provisions of 
rule 12b-1, to bear its own distribution expenses. To 
the extent that each fund independently decides to 
bear its own distribution expenses, and to the extent 
that the provisions of section 17(d) and rule 17d-1 
would otherwise apply, the exemption under rule 
17d-3 is available. However, the Commission 
remains of the opinion that it would be 
inappropriate, in view of the Vanguard proceeding, 
to extend rule 17d-3 to arrangements for the joint 
sharing of distribution costs by funds which are 
affiliates (or affiliates of affiliates) of each other. The 
commission wishes to emphasize that it has no 
intention of categorizing certain transactions as 
raising the applicability of section 17(d) and rule 
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17d-3 of the Act. The Commission’s only comment is 
that, to the extent that arrangements in which a fund 
pays for its distribution costs could involve the fund 
ina “joint enterprise” with an affiliated person, and if 
such arrangements were entered into in compliance 
with rule 12b-1, the Commission sees no need for 
prior Cornmission review and approval of the 
arrangements. 


AUTHORITY, EFFECTIVE DATE 


The Commission, pursuant to section 12(b) [15 
U.S.C. 80a-12(b)], and section 38(a) [15 U.S.C. 80a- 
37(a)] of the Act hereby amends 17 CFR Part 270 by 
adding new §270.12b-1. Further, the Commission 
pursuant to sections 17(d) [15 U.S.C. 80a-17(d)] 
and 38(a) of the Act hereby amends 17 CFR Part 270 
by adding new §270.17d-3. Finally, the Commission 
is amending 17 CFR Part 239 and 17 CFR Part 274 by 
amending §239.15 and §274.11, pursuant to 
sections 6, 7, 8, 10, and 19(a) of the Securities Act of 
1933 [15 U.S.C. 77f, 77g, 77h, 77j and 77s(a)], and 
sections 8 [15 U.S.C. 80a-8] and 38(a) of the Act. 
This action is effective immediately pursuant to the 
Administrative Procedure Act [5 U.S.C. 553(d)(1)]. 


TEXT OF RULES 


|. Chapter: Il of Title 17 of the Code of Federal 
Regulations is amended as follows: 


PART 270—RULES AND REGULATIONS, INVEST- 
MENT COMPANY ACT OF 1940 


1. Adding a new §270.12b-1 as follows: 


§270.12b-1 Distribution of shares by registered 
open-end management investment company. 


(a)(1) Except as provided in this section, it shall be 
unlawful for any registered open-end management 
investment company (other than a company 
complying with the provisions of section 10(d) of the 
Act [15 U.S.C. 80a-10(d)] to act as a distributor of 
securities of which it is the issuer, except through an 
underwriter. 





5°°The Commission has slightly amended proposed 
new Item 9, Part Il, Form N-1 [17 CFR 239.15, 
274.11] in order to facilitate monitoring of 
expenditures for distribution. 
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(2) For purposes of this section, sucha company will 
be deemed to be acting as a distributor of securities 
of which it is the issuer, other than through an 
underwriter, if it engages directly or indirectly in 
financing any activity which is primarily intended to 
result in the sale of shares issued by such company, 
including, but not necessarily limited to, advertising, 
compensation of underwriters, dealers, and sales 
personnel, the printing and mailing of prospectuses 
to other than current shareholders, and the printing 
and mailing of sales literature. 


(b) A registered, open-end management investment 
company (“company”) may act as a distributor of 
securities of which it is the issuer, Provided That any 
payments made by such company in connection 
with such distribution are made pursuant toa written 
plan describing all material aspects of the proposed 
financing of distribution and that all agreements 
with any person relating to implementation of the 
plan are in writing, and further provided That: 


(1) Such plan has been approved by a vote of at least 
a majority of the outstanding voting securities of 
such company; 


(2) Such plan, together with any related agreements, 
has been approved by a vote of the board of directors 
of such company, and of the directors who are not 
interested persons of the company and have no 
direct or indirect financial interest in the operation of 
the plan or in any agreements related to the plan, 
cast in person at a meeting called for the purpose of 
voting on such pian or agreements; and 


(3) Such plan or agreement provides, in substance: 


(i) That it shall continue in effect for a period of more 
than one year from the date of its execution or 
adoption only so long as such continuance is 
specifically approved at least annually inthe manner 
described in paragraph (b)(2); 


(ii) That any person authorized to direct the 
disposition of monies paid or payable by such 
company pursuant to the plan or any related 
agreement shall provide to the company’s board of 
directors, and the directors shall review, at least 
quarterly, a written report of the amounts so 
expended and the purposes for which such 
expenditures were made; and 


(iii) In the case of a plan, that it may be terminated at 
any time by vote of a majority of the members of the 
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board of directors of the company who are not 
interested persons of the company and have no 
direct or indirect financial interest in the operation of 
the plan or in any agreements related to the plan or 
by vote of a majority of the outstanding voting 
securities of such company; and 


(iv) In the case of an agreement related to a plan, 


(A) That it may be terminated at any time, without 
the payment of any penalty, by vote of a majority of 
the members of the board of directors of such 
company who are not interested persons of the 
company and have no direct or indirect financial 
interest in the operation of the plan or in any 
agreements related to the plan or by vote of a 
majority of the outstanding voting securities of such 
company on not more than sixty days’ written notice 
to any other party to the agreement, and 


(B) For its automatic termination in the event of its 
assignment; and 


(4) Such plan provides that it may not be amended to 
increase materially the amount to be spent for 
distribution without shareholder approval and that 
all material amendments of the plan must be 
approved in the manner described in paragraph 
(b)(2); 


(5) Such plan is implemented and continued in a 
manner consistent with the provisions of paragraphs 
(c), (d), and (e) of this section; 


(c) A registered open-end management investment 
company may rely onthe provisions of paragraph (b) 
of this section only if selection and nomination of 
those directors who are not interested persons of 
such company are committed to the discretion of 
such disinterested directors; 


(d) In considering whether a registered open-end 
management investment company should 
implement or continue a plan in reliance on 
paragraph (b) of this section, the directors of such 
company shall have a duty to request and evaluate, 
and any person who is a party to any agreement with 
such company relating to such plan shall have a duty 
to furnish, such information as may reasonably be 
necessary to an informed determination of whether 
such plan should be implemented or continued; in 
fulfilling their duties under this paragraph the 
directors should consider and give appropriate 
weight to all pertinent factors, and minutes 
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describing the factors considered and the basis for 
the decision to use company assets for distribution 
must be made and preserved in accordance with 
paragraph (f) of this section; 


NOTE: For a discussion of factors which may be 
relevant to a decision to use company assets for 
distribution, see Investment Company Act Releases 
Nos. 10862, September 7, 1979, and 11414, 
October 28, 1980. 


(e) A registered open-end management investment 
company may implement or continue a plan 
pursuant to paragraph (b) of this section only if the 
directors who vote to approve such implementation 
or continuation conclude, in the exercise of 
reasonable business judgment and in light of their 
fiduciary duties under state law and under sections 
36(a) and (b) [15 U.S.C. 80a-35(a) and (b)] of the 
Act, that there is a reasonable likelihood that the 
plan will benefit the company and its shareholders; 
and 


(f) A registered open-end management investment 
company must preserve copies of any plan, 
agreement or report made pursuant to this section 
for a period of not less than six years from the date of 
such plan, agreement or report, the first two years in 
an easily accessible place. 


2. Adding a new §270.17d-3 as follows: 


§270.17d-3 Exemption relating to certain joint 
enterprises or arrangements concerning payment 
for distribution of shares of a registered open-end 
management investment company. 


An affiliated person of, or principal underwriter for, a 
registered open-end management investment 
company and an affiliated person of sucha person or 
principal underwriter shall be exempt from section 
17(d) of the Act [15 U.S.C. 80a-17(d)] and rule 174d- 
1 thereunder [17 CFR §270.17d-1], to the extent 
necessary to permit any such person or principal 
underwriter to enter into a written agreement with 
such company whereby the company will make 
payments in connection with the distribution of its 
shares, 


Provided That: 
(a) Such agreement is made in compliance with the 


provisions of §270.12b-1 of this part; and 
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(b) No other registered management investment 
company which is either an affiliated person of such 
company or an affiliated person of sucha personisa 
party to such agreement. 


Il. Chapter Il of Title 17 of the Code of Federal 
Regulations is amended as follows: 


PART 239—FORMS PRESCRIBED UNDER THE 
SECURITIES ACT OF 1933 


PART 274—FORMS PRESCRIBED UNDER THE 
INVESTMENT COMPANY ACT OF 1940 


1. By adding new Item 1(b)(15), Part II of Form N-1 
as follows: 


§239.15 Form N-1 for open-end management 
investment companies registered on Form N-8A. 


§274.11 Form N-1, registration statement of open- 
end management investment companies. 


* eK K 


Item 1. Financial Statements and Exhibits. 


* Ke KK * 


(b) Exhibits: 


(15) copies of any plan entered into by Registrant 
pursuant to rule 12b-1 under the 1940 Act, which 
describes all material aspects of the financing of 
distribution of Registrant’s shares, and any 
agreements with any person relating to 
implementation of such plan. 


2. By adding new Item 9, Part Il, of Form N-1 and 
renumbering current Item 9 in Part II: 


§239.15 Form N-1 for open-end management 
investment companies registered on Form N-8A. 


§274.11 Form N-1, registration statement of open- 
end management investment companies. 


* ek KK * 


Item 9. Distribution Expenses. 


Furnish a summary of the material aspects of any 
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plan pursuant to which the Registrant incurs 
expenses related to the distribution of its shares, and 
of any agreements related to the implementation of 
such a plan. The summary should include, among 
other material information, the following: 


(a) the amounts paid by the Registrant under the 
plan during the last fiscal year, as a total dollar 
amount and a percentage of Registrant’s average net 
assets during that period; 


(b) the manner in which such amount was spent on: 


(i) advertising, 


(ii) printing and mailing of prospectuses to other 
than current shareholders, 


(iii) compensation to underwriters, 
(iv) compensation to dealers, 
(v) compensation to sales personnel, and 


(vi) other (specify) 


(c) whether any of the following persons had a direct 
or indirect financial interest in the operation of the 
plan or related agreements: 


(i) any interested person of the Registrant; or 


(ii) any director of the Registrant who is not an 
interested person of the Registrant. 


(d) the benefits, if any, to the Registrant resulting 
from the plan. 


Instruction: In responding to this item the Registrant 
should take note of the requirements of rule 12b-1 
under the 1940 Act [17 CFR 270.12b-1]. 


By the Commission. 


George A. Fitzsimmons 
Secretary 








SECURITIES EXCHANGE ACT OF 1934 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17244/October 24, 1980 
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In the Matter of 


CHICAGO BOARD OPTIONS EXCHANGE 
INCORPORATED 

LaSalle at Jackson 

Chicago, Illinois 60604 


(SR-CBOE-80-24) 
ORDER APPROVING PROPOSED RULE CHANGE 


On September 8, 1980, the Chicago Board Options 
Exchange Incorporated filed with the Commission, 
pursuant to Section 19(b)(1) of the Securities 
Exchange Act of 1934, 15 U.S.C. 78s(b)(1) (the 
“Act’) and Rule 19b-4 thereunder, copies of a 
proposed rule change which eliminates the 
requirement that members submit monthly reports 
of certain uncovered short positions, and requires 
instead that such reports be submitted only if 
requested by the CBOE. 


Notice of the proposed rule change together with the 
terms of substance of the proposed rule change was 
given by publication of a Commission Release 
(Sec;urities Exchange Act Release No. 17143, 
September 12, 1980) and by publication in the 
Federal Register (45 FR 62598, September 19, 
1980). No written statements with respect to the 
proposed rule change were filed with the 
Commission. 


The Commission finds that the proposed rule 
change is consistent with the requirements of the 
Act and the rules and regulations thereunder 
applicable to national securities exchanges and in 
particular, the requirements of Section 6 and the 
rules and regulations thereunder. 


IT IS THEREFORE ORDERED, pursuant to Section 
19(b)(2) of the Act, that the above-mentioned 
proposed rule change be, and it hereby is, approved. 


For the Commission, by the Division of Market 
Regulation pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 17245/October 24, 1980 


In the Matter 


PACIFIC STOCK EXCHANGE, INCORPORATED 
301 Pine Street 
San Francisco, California 94104 


(SR-PSE-80-14) 
ORDER APPROVING PROPOSED RULE CHANGE 


On September 4, 1980, the Pacific Stock Exchange, 
Incorporated (“PSE”) filed with the Commission, 
pursuant to Section 19(b)(1) of the Securities 
Exchange Act of 1934, 15 U.S.C. 78s(b)(1) (the 
“Act’) and rule 19b-4 thereunder, copies of a 
proposed rule change which establishes procedures 
for the execution of cross transactions on the options 
floor of the PSE. 


Notice of the proposed rule change together with the 
terms of substance of the proposed rule change was 
given by publication of a Commission Release 
(Securities Exchange Act Release No. 17144, 
September 12, 1980) and by publication in the 
Federal Register (45 FR 62241, September 18, 
1980). No written statements with respect to the 
proposed rule change were filed with the 
Commission. 


The Commission finds that the proposed rule 
change is consistent with the requirements of the 
Act and the rules and regulations thereunder 
applicable to national securities exchanges and in 
particular, the requirements of Section 6 and the 
rules and regulations thereunder. 


IT IS THEREFORE ORDERED, pursuant to Section 
19(b)(2) of the Act, that the above-mentioned 
proposed rule change be, and it hereby is, approved. 


For the Commission, by the Division of Market 
Regulation pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 17246/October 24, 1980 


An order has been issued granting the application of 
the New York Stock Exchange, Inc. to strike the 
common stock ($1 par value) of HUYCK 
CORPORATION from listing and _ registration 
thereon. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17247/October 24, 1980 


A notice has been issued giving interested persons 
until November 17, 1980 to comment on the 
applications of the Boston Stock Exchange, Inc. for 
unlisted trading privileges in the common stock (no 
par value) of METRO-GOLDWYN-MAYER FILM CO. 
and the capital stock ($.50 par value) of SUNSHINE 
MINING COMPANY (DEL.) 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17248/October 24, 1980 


NOTICE OF FILING AND EFFECTIVENESS OF 
PROPOSED RULE CHANGE BY THE NEW YORK 
STOCK EXCHANGE, INC. 


File No. SR-NYSE-80-40 


The New York Stock Exchange, Inc. submitted, on 
October 17, 1980, a proposed rule change under 
Rule 19b-4 to amend Exchange Rule 46 to increase 
the number of Floor Governors designated by the 
Chairman from fourteen to sixteen. 


The foregoing rule change has become effective, 
pursuant to Section 19(b)(3)(A) of the Securities 
Exchange Act of 1934 (the “Act’). At any time within 
sixty days of the filing of such proposed rule change, 
the Commission may summarily abrogate such rule 
change if it appears to the Commission that such 
action is necessary or appropriate in the public 
interest, for the protection of investors, or otherwise 
in furtherance of the purposes of the Securities 
Exchange Act of 1934. 


Publication of the submission is expected to be 
made in the Federal Register during the week of 
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October 27, 1980. Interested persons are invited to 
submit written data, views and arguments 
concerning the submission within 21 days from the 
date of publication in the Federal Register. Persons 
desiring to make written comments should file six 
copies thereof with the Secretary of the Commission, 
Securities and Exchange Commission, 500 North 
Capitol Street, Washington, D.C. 20549. Reference 
should be made to File No. SR-NYSE-80-40. 


Copies of the submission, all subsequent 
amendments, all written statements with respect to 
the proposed rule change which are filed with the 
Commission, and of all written communications 
relating to the proposed rule change between the 
Commission and any person, other than those which 
may be withheld from the public in accordance with 
the provisions of 5 U.S.C. §552, will be available for 
inspection and copying at the Commission’s Public 
Reference Room, 1100 L Street, N.W., Washington, 
D.C. 


For the Commission, by the Division of Market 
Regulation pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17249/October 27, 1980 


Admin. Proc. File No. 3-5873 
In the Matter of 
JAMES SCIBELLI 


FINDINGS AND ORDER 
SANCTIONS 


IMPOSING REMEDIAL 


In these broker-dealer proceedings under the 
Securities Exchange Act of 1934 (“Exchange Act”) In 
the Matter of Marcel H. Aronheim, et ano.', 
respondent James Scibelli (“Scibelli”), of Merrick, 
New York, has submitted an Offer of Settlement 
which the Commission has determined to accept. 
Solely for the purposes of this proceeding and any 
other proceeding which may be brought by the 
Commission or any other governmental or self- 
regulatory body pursuant to Sections 15(b) and 
19(h) of the Exchange Act, and without admitting or 
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denying the allegations in the Order for Proceedings 
and the findings herein, respondent Scibelli 
consents to the findings and sanctions set forth 
below. 


Findings 


On the basis of the Order Instituting Proceedings and 
Scibelli’s Offer of Settlement, the Commission finds 
that respondent Scibelli wilfully violated and wilfully 
aided and abetted violations of Section 17(a) of the 
Securities Act of 1933, and Section 10(b) of the 
Exchange Act and Rule 10b-5 thereunder. 


In view of the foregoing, it is in the public interest to 
impose the sanction specified by respondent 
Scibelli in his Offer of Settlement. 


Remedial Sanction 

Accordingly, IT IS ORDERED that respondent 
Scibelli be, and he hereby is, suspended from 
association with any broker-dealer for a period of 
thirty calendar days. 


By the Commission. 


George A. Fitzsimmons 
Secretary 








‘The Order Instituting Proceedings in /n the Matter of 
Marcel H. Aronheim and James Scibelli, Admin. 
Proc. File No. 3-5873 was issued by the Commission 
on February 5, 1980. See Securities Exchange Act 
Release No. 16556 (February 5, 1980), 19 SEC 
Docket 7 (February 19, 1980). 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 17250/October 27, 1980 


INVESTMENT ADVISERS ACT OF 1940 
Release No. 736/October 27, 1980 


In the Matter of 
WILLIAM LEE PARKS 


Robert H. Davenport, Administrator of the 
Commission’s Denver Regional Office, announced 
that the Commission has ordered public 
administrative proceedings pursuant to Sections 
203(e) and (f) of the Investment Advisers Act of 
1940 (“Act”) and Section 15(b) of the Securities 
Exchange Act of 1934 (“Exchange Act’) against 
William Lee Parks (Parks), an investment adviser 
located in Boulder, Colorado. Parks is also an 
associated person of a broker-dealer registered with 
the Commission. The order for proceedings alleges 
willful violations of recordkeeping and filing 
provisions of Section 204 of the Act and Rules 204-1 
and 204-2 thereunder, and of antifraud provisions of 
Section 206 of the Act concerning, among other 
things: (1) Parks’ overcharging his clients for 
advisory fees; (2) Parks’ failure to refund to his 
clients the unearned portion of advisory fees; and (3) 
the use by Parks of a void “hedge” clause in advisory 
contracts. The order also alleges violations of 
Section 207 concerning material misstatements 
and omissions in connection with a registration 
application, reports and amendments thereto 
required to be filed with the Commission. 


A hearing will be scheduled to take evidence on the 
staff's allegations and to afford Parks an opportunity 
to present any defenses thereto. The purpose of the 
hearing is to determine what, if any, remedial action 
should be ordered by the Commission. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17251/October 27, 1980 


NOTICE OF FILING OF PROPOSED RULE CHANGE 
BY THE PHILADELPHIA STOCK EXCHANGE, INC. 


File No. SR-Phix-80-24 


The Philadelphia Stock Exchange, Inc. (“PhIx”) 
submitted on October 6, 1980, a proposed rule 
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change under Rule 19b-4 to create an Allocation, 
Evaluation, and Securities Committee and an 
Executive Committee as standing Phix committees.' 
The present Admissions Committee, Floor 
Procedures Committee, and Options Committee, 
which are standing committees, would be given 
additional duties? and the Stock List Committee 
would be discontinued.’ All the standing 
committees, except as otherwise provided in Phlx’s 
By-Laws, would be composed of nine or more 
persons, to be appointed by Phix’s Chairman of the 
Board with the approval of the Phlx Board of 
Governors.’ 


A majority of the new Allocation, Evaluation and 
Securities Committee would be composed by 
members who conduct a public securities business, 
with the balance consisting of equity floor and 
options floor members® and would have authority 
over the allocation, retention, and transfer of 
privileges to deal in securities on the equity and 
options trading floors. It also would perform the 
functions of the discontinued Stock List Committee 
involving the listing and delisting of equity 
securities.® 


The new Executive Committee would consist of the 
following officials: the Phix’s Chairman of the Board 
(who would chair the Executive Committee), the two 
Vice Chairmen, the immediate past Chairman, the 
President, the Executive Vice President, and three 
other Board members to be appointed by the 





1Proposed Phix By-Laws, Section 5-3. 
2Id., Sections 10-6, 10-12, and 10-15. 
31d., Section 10-1(a). 


‘Id. Further, except as otherwise provided in Phlx’s 
By-Laws, the decision of a majority of members 
present at a committee meeting, where a quorum 
exists, would be the decision of the committee. /d. 
Section 10-3(a). 


5Id., Section 10-7(a), (b). 


®Id., Section 10-7(d). The current Section 10-14 of 
the By-Laws, which sets forth the present authority of 
the Stock List Committee, would be re-numbered as 
Section 10-7(d) under the provisions on the 
proposed Allocation, Evaluation and Securities 
Committee. 
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Chairman.’ The Executive Committee would be 
authorized to implement and execute policy 
previously approved by the Board of Governors.® 


The present Admissions Committee would have 
authority over admission and readmission to 
exchange membership.? Under the proposed rules, 
any applicant who is rejected for admission would be 
entitled to notification in writing as to the reasons 
and to a review or hearing by the Admission 
Committee, and, if finally rejected by the Admissions 
Committee the applicant would be entitled to an 
appeal to the Board of Governors.’° 


The present Floor Procedure Committee would have 
additional responsibilities regarding equity floor 
supervision over specialists, odd-lot dealers, and 
floor brokers, and it would be required to establish 
training procedures for equity floor members.”! 


The present Options Committee, in addition to its 
present responsibilities, would supervise all means 
of options floor communication, the location of 
equipment and use of floor space, and Phlx’s 
relations with other options exchanges. Further, the 
Options Committee would have jurisdiction over the 
approval of underlying stocks for options trading and 
would make and enforce options floor decorum 
rules.!? 


Publication of the submission is expected to be 
made in the Federal Register during the week of 
October 27, 1980. In order to assist the Commission 
to determine whether to approve the proposed rule 
change or institute proceedings to determine 
whether the proposed rule change should be 
disapproved, interested persons are invited to 
submit written data, views and arguments 
concerning the submission within 21 days from the 
date of publication in the Federal Register. Persons 
desiring to make written comments should file six 
copies thereof with the Secretary of the Commission, 
Securities and Exchange Commission, 500 North 
Capitol Street, Washington, D.C. 20549. Reference 
should be made to File No. SR-PhIx-80-24. 


Copies of the submission, all subsequent 
amendments, all written statements with respect to 
the proposed rule change which are filed with the 
Commission, and of all written communications 
relating to the proposed rule change between the 
Commission and any person, other than those which 
may be withheld from the public in accordance with 
the provisions of 5 U.S.C. §552, will be available for 
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inspection and copying at the Commission’s Public 
Reference Room, 1100 L Street, N.W., Washington, 
D.C. Copies of the filing and of any subsequent 
amendments will also be available at the principal 
office of the above-mentioned self-regulatory 
organization. 


For the Commission, by the Division of Market 
Regulation pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17252/October 27, 1980 


Admin. Proc. File No. 3-5970 
In the Matter of 
D.H. BLAIR & CO., INC. 
(BD 8-18290) 
J. MORTON DAVIS 
CHARLES M. SPANAKOS 


ORDER INSTITUTING PROCEEDINGS, FINDINGS 
AND ORDER IMPOSING REMEDIAL SANCTIONS 


The Commission deems it appropriate in the public 
interest that public administrative proceedings be 
instituted against D.H. Blair & Co., Inc. (“Blair”), a 
registered broker-dealer and investment adviser 
located in New York, New York, J. Morton Davis 
(“Davis”), president and principal shareholder of 
Blair, and Charles M. Spanakos (“Spanakos”), a 





7Proposed By-Laws, Section 10-10(a). 
8Id., Section 10-10(b). 

‘Id., Section 10-6(a). 

1d., Section 12-4(b), (c), (f). 
Proposed By-Laws Section 10-12. 


12/d., Section 10-15. 
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registered representative and compliance assistant 
at Blair, pursuant to Sections 15(b) and 19(h) of the 
Securities Exchange Act of 1934 (“Exchange Act”). 


In anticipation of the institution of these 
proceedings, Blair, Davis and Spanakos have 
submitted Offers of Settlement (“Offers”). For the 
purpose of this proceeding and any other admin- 
istrative proceeding in which the Commission or any 
other securities regulatory or self-regulatory body is 
a party, the Respondents by their Offers consent to 
the findings and sanctions set forth below without 
admitting or denying the findings herein. 


After due consideration of the Offers of Settlement 
and upon the recommendation of the staff, the 
Commission has determined that it is in the public 
interest to accept such Offers and, accordingly, IT IS 
ORDERED that proceedings pursuant to Sections 
15(b) and 19(h) of the Exchange Act be, and they 
hereby are, instituted. 


IV 


On the basis of this Order and the Offers, it is found 
that: 


A. From in or about May 1979 to August 19739, Blair, 
Davis and Spanakos willfully aided and abetted 
violations of Sections 5(a) and 5(c) of the Securities 
Act of 1933 (“Securities Act’) in that they accepted 
approximately 110,000 shares of unregistered and 
restricted securities of Covington Brothers Tech- 
nologies (“Covington”) as collateral in margin 
accounts, and 30,000 shares of unregistered and 
restricted CBT shares in another account, of certain 
Blair customers who acquired such securities 
directly from certain insiders of Covington. The 
respondents also delivered a portion of such 
unregistered and restricted securities of Covington 
from customers’ accounts to accounts of these 
customers at other broker-dealers. The buying 
power created by pledging the Covington shares was 
used to purchase inthe margin accounts substantial 
holdings of common stock of The Presley 
Companies (“Presley”) in the open market. The 
customers further used the leverage to acquire 
common stock of Covington in private purchases. 
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B. During the same period, Blair, Davis and 
Spanakos willfully aided and abetted violations of 
Sections 17(a)(2) and (3) of the Securities Act by 
delivering to other broker-dealers, pursuant to 
instructions of such Blair customers, unregistered 
and restricted securities of Covington without 
disclosing to such broker-dealers the source and 
nature of such securities. 


C. Blair and Davis failed to exercise their duty of 
reasonable supervision in connection with the 
activities of a person subject to their supervision 
resulting in willful violations as alleged in 
paragraphs A and B above. 


V 


In view of the foregoing it is in the public interest to 
impose the sanctions specified in the Offers of 
Settlement. Accordingly, IT IS ORDERED that: 


A. Blair is censured. 


B. Davis’ and Spanakos’ activities shall be subject to 
the following limitations: for a period of fifteen (15) 
calendar days from the effective date of this Order, 
Davis and Spanakos will be prohibited from 
engaging in transactions in any securities for retail 
customers, provided, however, that such limitation 
shall not apply to offerings as to which a registration 
statement has been filed or declared effective by the 
Commission for which Blair is a managing 
underwriter, member of the underwriting syndicate 
or member of the selling group. 


C. Blair shall within ten (10) days from the date of 
this Order, or such other time satisfactory to the 
Commission's staff, retain a person or firm not 
objectionable to the staff to conduct a study of Blair’s 
compliance procedures with respect to all aspects of 
Blair's handling of accounts for retail customers, 
including, but not limited to, margin accounts and 
the acceptance into, and delivery out of, customers’ 
retail accounts of securities of customers. Such 
review shall encompass the implementation and 
maintenance of effective compliance procedures to 
prevent any violations of the federal securities laws 
and the rules and regulations thereunder and any 
other applicable rules and regulations of any self- 
regulatory organizations of which Blair is a member. 


Upon completion of the review which shall be within 
sixty (60) days after the date of this Order or such 
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other time agreeable to the staff of the Commission, 
said person or firm shall render a report with respect 
to the above, together with its recommendations 
designed to prevent the conduct embraced by this 
Order. Said recommendations shall include, but not 
be limited to the engagement of a compliance 
officer. Within sixty (60) days after completion of the 
compliance report and recommendations, Blair 
shall file an affidavit with the Commission’s New 
York Regional Office with respect to implementa- 
tion of the recommendations of such report. This 
affidavit shall include the nature and extent of Blair's 
compliance procedures designed to prevent any 
recurrence of the violations as alleged in this Order. 


If the Commission determines that the recom- 
mendations or implementation of the recom- 
mendations are inadequate, it may reopen these 
proceedings, with notice and opportunity for hearing 
to Blair, to determine what, if any, further action is 
necessary or appropriate in the public interest. 


D. From fifteen (15) calendar days after the effective 
date of this Order, this Order shall not constitute a 
disqualification of Blair, Davis or Spanakos (or any 
issuer with which any of them is affiliated) pursuant 
to Rule 252(d)(3) of Regulation A under the 
Securities Act. 


The sanctions ordered herein shall become effective 
the second Monday after the date of this Order. 


By the Commission. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17253/October 27, 1980 


NOTICE OF FILING OF PROPOSED RULE CHANGE 
BY AMERICAN STOCK EXCHANGE, INC. 


File No. SR-Amex-80-25 


The American Stock Exchange, Inc. submitted on 
October 16, 1980, a proposed rule change under 
Rule 19b-4 to amend Article V, Section 6 of the 
Exchange Constitution to (1) extend the period of 
retained disciplinary jurisdiction over former 
members to one year following termination of 
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membership status, and (2) expand the scope of 
such jurisdiction to cover member organizations. 


Publication of the submission is expected to be 
made in the Federal Register during the week of 
October 27, 1980. In order to assist the Commission 
to determine whether to approve the proposed rule 
change or institute proceedings to determine 
whether the proposed rule change should be 
disapproved, interested persons are invited to 
submit written data, views and arguments 
concerning the submission within 21 days from the 
date of publication in the Federal Register. Persons 
desiring to make written comments should file six 
copies thereof with the Secretary of the Commission, 
Securities and Exchange Commission, 500 North 
Capitol Street, Washington, D.C. 20549. Reference 
should be made to File No. SR-Amex-80-25. 


Copies of the submission, all subsequent 
amendments, all written statements with respect to 
the proposed rule change which are filed with the 
Commission, and of all written communications 
relating to the proposed rule change between the 
Commission and any person, other than those which 
may be withheld from the public in accordance with 
the provisions of 5 U.S.C. §552, will be available for 
inspection and copying at the Commission’s Public 
Reference Room, 1100 L Street, N.W., Washington, 
D.C. Copies of the filing and of any subsequent 
amendments will also be available at the principal 
office of the above-mentioned self-regulatory 
organization. 


For the Commission, by the Division of Market 
Regulation pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 17254/October 27, 1980 


In the Matter of Applications of the 
MIDWEST STOCK EXCHANGE, INCORPORATED 


For Unlisted Trading Privileges 
Securities Exchange Act of 1934 


FINDINGS AND ORDER GRANTING APPLICATIONS 
FOR UNLISTED TRADING PRIVILEGES 


The Midwest Stock Exchange (“MSE”) has filed 
applications with the Commission pursuant to 
Section 12(f)(1)(B) of the Securities Exchange Act of 
1934 (“Act”) and Rule 12f-1 [17 CFR 240.12f-1] 
thereunder, for unlisted trading privileges in the 
following securities which are listed on another 
national securities exchange: 


Geico Corp. 

Common Stock, $1 Par Value (File No. 7-5741) 
Gerber Scientific Inc. 

Common Stock, $1 Par Value (File No. 7-5742) 
Golden Nuggett Inc. 

Common Stock, $.833 Par Value (File No. 7-5743) 
National Education Corp. 

Common Stock, No Par Value (File No. 7-5744)! 


The Commission finds that approval of the MSE’s 
applications for unlisted trading privileges in these 
securities is consistent with the maintenance of fair 
and orderly markets and the protection of investors. 
As a national securities exchange registered with the 
Commission pursuant to Section 6 of the Act, the 
MSE is subject to the provisions of paragraph (b) of 
that section, and to the Commission’s inspection 
authority and oversight responsibility under 
Sections 17 and 19 of the Act and the rules and 
regulations thereunder. In addition, transactions in 
the subject securities, regardless of the market in 
which they occur, are reported in the consolidated 
transaction reporting system contemplated by Rule 
11Aa3-1 under the Act [17 CFR 240.11Aa3-1]. The 
availability of last sale information for the subject 
securities should contribute to pricing efficiency 
and to ensuring that transactions on the MSE are 





‘Notice of these applications was given by 
publication in the Federal Register. 45 FR 67180 
(October 9, 1980). The Commission has received no 
comments with respect to these applications. 
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executed at prices which are reasonably related to 
those occurring in other markets. Finally the 
Commission has received no comments indicating 
that the granting of these applications would not be 
consistent with the maintenance of fair and orderly 
markets and the protection of investors. The 
Commission further finds that approval of the MSE 
applications will provide increased oppcrtunities for 
competition among brokers and dealers and among 
exchange markets consistent with the purposes of 
the Act and the objectives of the national market 
system. 


ACCORDINGLY, IT IS ORDERED, pursuant to Section 
12(f)(1)(B) of the Act, that the applications for 
unlisted trading privileges on the Midwest Stock 
Exchange, Incorporated in the above named 
securities are hereby approved. 


For the Commission, by the Division of Market 
Regulation pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17255/October 27, 1980 


A notice has been issued giving interested persons 
until November 18, 1980 to comment on the 
application of JOHN H. HARLAND COMPANY to 
withdraw its common stock ($1 par value) from 
listing and registration on the American Stock 
Exchange Inc. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17256/October 27, 1980 


An order has been issued granting the application of 
the Pacific Stock Exchange, Inc. to strike the 9% 
Subordinated Debentures due 6-1-95 of BROWN 
COMPANY from listing and registration thereon. 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 17257/October 28, 1980 


A notice has been issued giving interested persons 
until November 19, 1980 to comment on the 
application of the Cincinnati Stock Exchange for 
unlisted trading privileges in the common stock (no 
par value) of METRO-GOLDWYN-MAYER FILM CO. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17258/October 30, 1980 


FILINGS BY SELF-REGULATORY ORGANIZATIONS 
OF PROPOSED RULE CHANGES AND OTHER 
MATERIALS WITH THE COMMISSION 


ACTION: Final rules and form; revocation of ruleand 
form. 


SUMMARY: The Commission is amending the 
requirements applicable to the filing by self- 
regulatory organizations of proposed rule changes 
and certain other materials. The amendments, 
which are intended to facilitate the review of 
proposed rule changes, (i) specify in greater detail 
the information required in a filing; (ii) expand the 
categories of proposed rule changes that may 
become effective summarily to include certain rules 
effecting changes in existing services of registered 
clearing agencies; and (iii) clarify which actions of 
self-regulatory organizations are proposed rule 
changes. In addition, the Commission is revoking 
the requirement that self-regulatory organizations 
file stated policies, practices, and interpretations not 
deemed to be rules. The Commission is also 
revoking requirements that each national securities 
exchange or registered securities association file 
separately information about its rules in effect on 
June 4, 1975, and certain forms, reports, or 
questionnaires. Finally, the Commission is adopting 
a rule requiring registered clearing agencies to file 
material they make generally available. The 
Commission is withdrawing, in a separate release, 
proposals relating to these matters. 


EFFECTIVE DATE: January 1, 1981. 


FOR FURTHER INFORMATION CONTACT: Susan 
Davis, Esq., (202) 272-2828 or Jeffrey Jordan, Esq., 
(202) 272-2847, Division of Market Regulation, 
Securities and Exchange Commission, Washington, 
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D.C. 20549. 


SUPPLEMENTARY INFORMATION: The Securities 
and Exchange Commission today announced the 
following action with respect to proposals in its May 
1979 release! (the “Proposal Release”) to facilitate 
review of proposed rule changes of self-regulatory 
organizations under Section 19(b)? of the Securities 
Exchange Act of 1934 (the “Act”’):3 


(1) Adoption of amendments to Rule 19b-4 under 
the Act,* 


(A) Clarifying which actions of a self-regulatory 
organization constitute proposed rule changes, 


(B) Providing summary effectiveness for certain 
rules changing existing services of registered 
clearing agencies, 





1Securities Exchange Act Release No. 15838 (May 
18, 1979), 44 FR 30924 (May 29, 1979). The 
Commission received comments in response to the 
Proposal Release from the American Stock 
Exchange, Inc. (“Amex”), Chicago Board Options 
Exchange, Inc. (“CBOE”), Depository Trust Company 
(“DTC”), Municipal Securities Rulemaking Board 
(“MSRB”), National Association of Securities 
Dealers, Inc. (“NASD”), New York Stock Exchange, 
Inc. (“NYSE”), and Options Clearing Corporation 
(“OCC”). Securities and Exchange Commission File 
No. S7-590 (“File No. S7-590”). 


215 U.S.C. 78s(b). Section 19(b) requires a self- 
regulatory organization to file with the Commission 
each of its proposed rule changes, accompanied by 
a concise general statement of the basis and 
purpose of the proposed rule change. A proposed 
rule change cannot take effect unless the 
Commission approves it, or it is otherwise permitted 
to become effective under Section 19(b). To approve 
a proposed rule change, the Commission must find 
that the rule change is consistent with the 
requirements of the Act and the rules and 
regulations thereunder applicable to the self- 
regulatory organization proposing the ruie change. 


315 U.S.C. 78a et seq. 


‘17 CFR 240.19b-4. Rule 19b-4 was adopted in 
August 1975. Securities Exchange Act Release No. 
11604 (Aug. 19, 1975), 40 FR 40509 (Sept. 3, 1975). 


SEC DOCKET/347 





(C) Eliminating the requirement that a self- 
regulatory organization file on Form 19b-4B5 notice 
of stated policies, practices, and interpretations not 
deemed to be rules, and 


(D) Eliminating the requirement that each national 
securities exchange and registered securities 
association file informatioin about its rules in effect 
on June 4, 1975. 


(2) Adoption of amendments to Form 19b-4A°® and 
redesignation of Form 19b-4A as Form 19b-4. 


(3) Revocation of Form 19b-4B, on which notice is 
filed of stated policies, practices, and interpreta- 
tions not deemed to be rules. 


(4) Revocation of Rule 17a-18,’ which requires 
national securities exchanges and registered 
securities associations to file new or substantially 
modified forms, reports, or questionnaires. 


(5) Adoption of Rule 17a-22* requiring registered 
clearing agencies to file materials they issue or make 
generally available. 


(6) Withdrawal of proposed amendments to Rule 
19b-4 and Form 19b-4A that would have provided 
summary effectiveness for certain proposed rule 
changes of self-regulatory organizations circulated, 
for pre-filing review, to the Commission and to 
persons who would be subject to the rules. 


(7) Withdrawal of proposed Rule 3b-7, which would 
have defined the term “rule” of a self-regulatory 
organization for purposes of Sections 3(a)(27) and 
3(a)(28) of the Act.? 


The Commission’s actions announced today’® are 
intended to facilitate the review of proposed rule 
changes of self-regulatory organizations!! and are 
designed to complement the Commission’s ongoing 
program to improve the review process.!* The self- 
regulatory organizations have also undertaken 
efforts to improve the review process and have 
substantially assisted the Commission in its efforts 
in this area. Continued cooperation and 
communication between the Commission and the 
self-regulatory organizations is essential to the 
efficient administration of Section 19(b). 


The Commission's actions are discussed in detail in 


the remainder of this release,!? which consists of the 
following sections: 
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|. Amendments to Form 19b-4 


ll. Expansion of Categories of Proposed Rule 
Changes That May Become Effective on Filing 


lll. Self-Regulatory Organization Actions 
Constituting Proposed Rule Changes 


IV. Revocation of Certain Filing Requirements; 
Adoption of Rule 17a-22 Concerning Registered 
Clearing Agencies 


V. Statutory Basis 





°17 CFR 249.819b. 

617 CFR 249.819a. 

717 CFR 240.17a-18. 

817 CFR 240.17a-22. 

915 U.S.C. 78c(a)(27), 78c(a)(28). 


ln accordance with Section 17A(d)(3)(A)(i) of the 
Act, 15 U.S.C. 78q-1(d)(3)(A)(i), at least fifteen days 
before this announcement, the Commission 
consulted and requested the views of the Board of 
Governors of the Federal Reserve System. 


Rule 19b-4 applies only to proposed rule changes 
of self-regulatory organizations. The Commission 
has proposed a separate rule under the Act, 
proposed Rule 11Aa3-2, which would establish 
procedures relating to plans governing the planning, 
developing, operating or regulating of a national 
market system, or one or more facilities thereof. See 
Securities Exchange Act Release No. 16410 (Dec. 7, 
1979), 44 FR 72607 (Dec. 14, 1979). 


Fach year since 1975 the Commission has 
received approximately three hundred filings of 
proposed rule changes and stated policies, 
practices, and interpretations not deemed to be 
rules. 


The withdrawal of proposed Rule 3b-7 and certain 
proposed amendments to Rule 19b-4 and Form 19b- 
4A is the subject of a brief companion release also 
issued today, Securities Exchange Act Release No. 
17259 (October 30, 1980) (the “Companion 
Release’). 
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Vi. Text of Rules and Form 
|. Amendments to Form 19b-4 


A major problem the Commission has encountered 
in administering Section 19(b) is that many 
proposed rule change filings have not provided an 
adequate basis for Commission review. As a result, 
the Commission’s staff has had to devote 
considerable time and resources to obtaining from 
self-regulatory organizations necessary information 
not provided in the filings, thereby delaying the rule 
review process. To avoid such delays, the 
Commission proposed amendments to Form 19b- 
4A designed to elicit the information necessary for it 
to review proposed rule changes promptly and 
efficiently. The Commission is adopting the 
proposed amendments with the modifications 
described below and is redesignating Form 19b-4A 
as Form 19b-4. 


A. Instruction B. Need for Careful Preparation of the 
Completed Form, Including Exhibits 


The Commission proposed a new Instruction B to 
Form 19b-4 emphasizing that the information 
required by the form is necessary for the 


Commission to determine whether, as required by 
Section 19(b) of the Act, a proposed rule change is 
consistent with the Act and the rules and regulations 
thereunder. Instruction B also makes clear that any 
filing not in compliance with the requirements of the 


form may be returned to the self-regulatory 
organization at any time before issuance of the 
notice of filing. 


Commentators expressed concern that Instruction 
B would permit the Commission or its staff to return 
filings on the basis of substantive objections.” 
Instruction B, however, does not contemplate that 
filings will be returned for reasons other than failure 
to comply with the requirements of the form. 


Another commentator stated that Instruction B 
could exacerbate pre-filing delays unless the 
Commission established a limit on the time for 
determining whether a filing is deficient.5 The 
Commission intends to publish notices of filing 
promptly. Since prompt publication of the notices 
will effectively reduce pre-filing delays, the 
Commission believes that establishing further limits 
on the time for pre-filing review is unnecessary. 


The Commission believes that the information 
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provided on Form 19b-4 must be adequate to 
support a Commission finding that a proposed rule 
change is consistent with the Act and applicable 
rules and regulations.'® Returning deficient filings 
permits the Commission and its staff to focus on 
filings that provide an adequate basis for review. 
Accordingly, the Commission is adopting Instruction 
B, as proposed, with only editorial changes. 


B. Instruction D. Amendments 


Instruction D prescribes requirements for amending 
rule change filings. The Commission proposed 
certain amendments to the instruction, including 
requirements to indicate changes, if any, made from 
the preceding filing and from existing rules of the 
self-regulatory organization. 


One commentator stated that when amending a 
filing the self-regulatory organization should not be 
required to submit the entire text of a lengthy rule in 
order to alter, for example, only one page of the text.!” 
The Commission agrees that the filing requirement 
should afford some flexibility in that regard and has 
revised the instruction to provide that if the self- 
regulatory organization is amending only part of the 
text of a lengthy proposed rule change, it may file 
only those portions of the text in which amendments 
are made if the filing is clearly understandable on its 
face. 


Instruction D has also been revised in several other 
respects. First, it has been revised to make clear that 
the self-regulatory organizatioin must file, in 
accordance with Instruction F, copies of any 
correspondence or other communications reduced 
to writing (including comment letters) to and from 
the self-regulatory organization that it prepares or 
receives on a proposed rule change after the rule 
change is filed with the Commission but before the 
Commission takes final action on it. Second, 
Instruction D has been revised to provide that if 
information in such a communication makes the 
rule change filing inaccurate, the filing must be 
amended to correct the inaccuracy. Third, it has 





144DTC, NADD, and NYSE Responses, File No. S7-590. 
15Amex Response, File No. S7-590. 
16See text accompanying n. 24, infra. 


'7NADD REsponse, File No. S7-590. 
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been revised to describe more clearly the manner in 
which changes made by the amendment are to be 
marked. Finally, the instruction has been revised to 
provide that the self-regulatory organization is 
required to explain the purpose of the amendment 
and, if the amendment changes the purpose of the 
proposed rule change, it is also required to provide a 
revised statement of the purpose of the proposed 
rule change.'® 


C. Instruction E. Completion of Action by the Self- 
Regulatory Organization on the Proposed Rule 
Change 


Instruction E provides that if the self-regulatory 
organization files a proposed rule change before it 
has completed all action necessary for internal 
approval of the change, it must consent to an 
extension of time until at least thirty-five days after 
the self-regulatory organization files an amendment 
Stating that it has completed action on the rule 
change. One commentator stated that the 
requirement is unnecessarily rigid.'? The 
commentator suggested that the instruction should 
provide for extensions of up to thirty-five days, to be 
negotiated as circumstances warrant. 


In most instances, after the self-regulatory organiza- 
tion files an amendment stating that it has 
completed action on the proposed rule change, the 
Commission requires thirty-five days to complete its 
review. Where the Commission completes its review 
before expiration of the thirty-five day period, it can 
accelerate effectiveness of the rule change.*° 
Accordingly, the Commission is adopting Instruc- 
tion E without the suggested amendment. 


D. Item 1. Text of the Proposed Rule Change 


Paragraph (a) of Item 1 requires the self-reguiatory 
organization to set forth the text of the proposed rule 


change. The Commission proposed to amend 
paragraph (a) to require the self-regulatory 
organization to submit any existing form, report, or 
questionnaire that is directly related to a proposed 
rule change. A number of self-regulatory 
organization rules are implemented through 
prescribed forms, reports, or questionnaires not set 
forth in the text of the rules published by the self- 
regulatory organization. In considering such rules, 
the Commission reviews the related forms, reports, 
or questionnaires. Accordingly, to expedite the 
review process, the Commission is adopting the 
amendment to Item 1(a) as proposed. 
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Paragraph (b) of Item 1 of Form 19b-4A as originally 
adopted requires the self-regulatory organization to 
set forth the text of any rules the application of which 
is affected, directly or indirectly, by the proposed 
rule change. In response to comments that that 
requirement was overly burdensome, the 
Commission proposed to amend paragraph (b) to 
require that the designation or title, rather than the 
text, of such rules be provided. 


One commentator suggested that the Commission 
revise paragraph (b) to delete the requirement that 
the self-regulatory organization list those rules that 
the proposed rule change affects indirectly.2! The 
commentator stated that the requirement is 
unwieldy and burdensome because indirect effects 
cannot be predicted fully and accurately. 


The Commission does not intend to require the self- 
regulatory organization to predict every effect a 
proposed rule change could have on the 
Organization’s existing rules. Rather, the 
Commission intends to require the self-regulatory 
organization merely to identify those rules on which 
the organization reasonably expects the proposed 
rule change to have direct or significant indirect 
effects. Accordingly, the Commission has revised 
the amendment to Item 1(b) to make that intent 
Clear. 





'8As indicated elsewhere in this release, the 
Commission has decided not to adopt the proposed 
category for summary effectiveness of proposed rule 
changes subjected to pre-filing review (see text 
accompanying n. 46 infra). Therefore, the 
Commission is withdrawing related proposed 
amendments to Instructions D and E and Item 7. See 
the Companion Release. 


'SNYSE Response, File No. S7-590. 


20Section 19(b)(2) of the Act provides that the 
Commission shall not approve any proposed rule 
change before the thirtieth day after the date of 
publication of notice of the filing thereof, unless the 
Commission finds good cause for doing so. If the 
self-regulatory organization requests accelerated 
effectiveness pursuant to Section 19(b)(2), it should 
so indicate in Item 7(d) of Form 19b-4 and provide a 
statement explaining why there is good cause forthe 
Commission to accelerate effectiveness. 


2INYSE Response, File No. S7-590. 
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E. Item 2. Procedures of the Self-Regulatory 
Organization 


Item 2 requires the self-regulatory organization to 
describe action on the proposed rule change taken 
by its members or board of directors or other 
governing body. The Commission proposed to 
amend Item 2 to require the self-regulatory 
organization to provide the name and telephone 
number of the staff member prepared to respond to 
questions and comments on the proposed rule 
change. The Commission has revised the 
amendment, in light of a suggestion made by one 
commentator,”? to provide for instances where 
different persons at the self-regulatory organization 
are best prepared to discuss different aspects of the 
proposal. 


F. Item 3. Self-Regulatory Organization’s Statement 
of the Purpose of, and Statutory Basis for, the 
Proposed Rule Change 


Item 3 of Form 19b-4A as originally adopted requires 
a statement of the purpose of a proposed rule 
change, and Item 4 requires a statement of its basis 
under the Act. The Commission proposed to 
combine the statements of purpose and basis. The 
Commission also proposed amendments to specify 
in detail the information required in the statement, 
making clear that the statement should be 
sufficiently detailed and specific to support a 
Commission finding under Section 19(b) that the 
proposed rule change is consistent with the Act and 
rules and regulations thereunder. Several 
commentators objected to proposed Item 3, 
contending that the required statement either is 
unnecessary or exceeds the Section 19(b)(2) 
requirement for a “concise” statement.” 


The statement of purpose and basis must be 
sufficient to support a finding by the Commission 
that a proposed rule change is consistent with the 
Act and rules and regulations thereunder. The 
Congress anticipated that, in most instances, the 
Commission’s statement of reasons for approving a 
proposed rule change would “simply be an 
endorsement of the justification filed by the self- 
regulatory agency.”** The Commission is adopting 
the proposed amendments to the statement of 
purpose and basis, limiting the requirement to 
discuss problems persons are likely to have in 
complying with the proposed rule change. In light of 
objections raised by commentators,*° the 
Commission has modified that requirement to 
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require discussion only if significant compliance 
problems. 


G. Item 4. Self-Regulatory Organization’s Statement 
on Burden on Competition 


Item 4 requires the self-regulatory organization to 
provide a discussion of any burden on competition 
the proposed rule change would impose. The 
Commission proposed to arnend Item 4 to make it 
clear that the discussion must be clearly articulated 
and thorough and to specify in detail the information 
to be included. 


One commentator stated that the proposed 
amendment would require self-regulatory organiza- 
tions to speculate on competition issues.*° A second 
commentator suggested that the requirement to 
discuss competition issues raised by commentators 
should be limited to significant issues.?” 


The Commission believes that the statement 
concerning any burden on competition must be 
sufficiently detailed and specific to support a 
Commission finding that the proposed rule change 
does not impose any burden on competition not 
necessary or appropriate in furtherance of the 
purposes of -the Act and is adopting Item 4 
essentially as proposed. It has, however, revised the 
requirement to respond to comments received 
concerning any impact on competition to comments 
received concerning any significant impact on 
competition.”® 


H. Items 5 and 9. Ccinments on the Proposed Rule 
Change 





“a. 


23DTC, NASD, and NYSE REsponses, File No. S7-590. 


*4Securities Act Amendments of 1975, Report of the 
Senate Comm. on Banking, Housing and Urban 
Affairs to Accompany S.249, S. Rep. No. 94-75, 94th 
Cong., lst Sess. 30 (1975). 


2°DTC and NASD Responses, File No. S7-590. 
26-DTC Response, File No. S7-590. 
27NYSE Response, File No. S7-590. 


28See text accompanying n. 29 infra. 
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Item 5 requires the self-regulatory organization to 
summarize the comments it receives on a proposed 
rule change. The Commission proposes to amend 
Item 5 to require the self-regulatory organization to 
respond in detail to significant issues raised by 
commentators that are not discussed in response to 
Items 3 or 4. 


One commentator stated that the requirement in 
Item 5 to respond to comments is unnecessary in 
light of the Item 4 requirement to provide a discus- 
sion of comments on any burden on competition.2?A 
second commentator stated that the requirement is 
unnecessary because self-regulatory organizations 
will not risk rejection or disapproval of a proposed 
rule change by failing to respond to any comment 
concerning the statutory basis for the proposed rule 
change.*° This commentator also stated that the new 
requirement would, in effect, require the self- 
regulatory organization to respond to every 
comment received because the significance of a 
comment would be determined not by the self- 
regulatory organization but by the Commission’s 
staff in its review of the filing.*! A third commentator 
stated that the comments to which the self- 
regulatory organization must respond should be 
limited to written comments, at least as far as 
clearing agencies are concerned.°*2 


The requirement in Item 5 to respond to comments 
does not duplicate the Item 4 requirement to discuss 
comments on competitioin. Item 5 provides that if a 
comment is addressed in the statement of basis and 
purpose (Item 3) or discussion of competition issues 
(Item 4), the self-regulatory organization should 
cross-reference the response. 


The Commission does not believe that the 
requirement to respond to comments raising 
significant issues would impose an undue burden on 
self-regulatory organizations. The amendment is 
intended to require only that the self-regulatory 
organization respond to written comments. The 
volume of such comment letters usually is not great. 
Frequently, none or at most a very few are received. 
Moreover, it has not been the Commission’s 
experience that the comment letters typically raised 
inappropriate or trivial issues. Accordingly, the 
Commission is adopting the amendment to Item 5, 
modified to make clear that the requirement applies 
only to written comments. 


A related provision, Item 9, requires the self- 
regulatory organization to file copies of any 


352/SEC DOCKET 


comment letters it receives. The Commission 
proposed to amend Item 9 to require the self- 
regulatory organization to provide, in addition to the 
required copies of comment letters, an alphabetical 
list of such letters and a transcript of comments on 
the proposed rule change made at any public 
meeting or, ifatranscriptis not available, a summary 
of such comments. 


One commentator suggested that the Commission 
make itclear that the term “public meeting” does not 
include, except to the extent specifically designated 
as “public,” meetings such as board meetings, 
committee..meetings, and informal meetings 
between staff and members of the self-regulatory 
organization.*> The Commission does not intend, 
and does not believe the term “public meeting” is 
generally understood, to cover such meetings. The 
Commission believes transcripts or summaries of 
comments made at public meetings would facilitate 
Commission review.* 


The Commission is adopting Item 9 as proposed with 
one revision. It has revised Item 9 to reflect the 
requirement in Instruction D that the self-regulatory 
organization file copies of any correspondence or 
other communications reduced to writing (including 
comment letters) to and from the self-regulatory 
organization concerning the rule change that it 
receives or prepares after the proposed rule change 
is filed with the Commission but before the 
Commission takes final action on it. 





293NYSE Response, File No. $7-590. 
s%°Amex Response, File No. S7-590. 
3d. 

DTC Response, File No. S7-590. 


33Amex Response, File No. S7-590. 


“The Commission is amending paragraph (h) of 


Rule i9b-4 to require that a_ self-regulatory 
organization retain in a file, available for public 
inspection and copying, any correspondence and 
other communications reduced to writing (including 
comment letters) to and from such self-regulatory 
organization concerning any proposed rule change 
filing, whether the correspondence or 
communication is prepared or received before or 
after the filing of the proposed rule change. 
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|. Item 7. Basis for Summary Effectiveness or 
Accelerated Effectiveness of the Proposed Rule 
Change 


Item 7 requires the self-regulatory organization to 
indicate under which provision of Section 19(b)(3), 
if any, it is designating the proposed rule change for 
summary effectiveness. The Commission is 
amending that item to reflect the new category for 
summary effectiveness of certain clearing agency 
rules.*° It is also adding a new paragraph (d) to Item 7 
providing that if the self-regulatory organization 
requests accelerated effectiveness pursuant to 
Section 19(b)(2), it must provide a statement 
explaining why there is good cause for the 
Commission to accelerate effectiveness.*° 


J. Item 8. Proposed Rule Change Based on Other 
Rules 


The Commission proposed a new Item 8 to require 
the self-regulatory organization to state whether a 
proposed rule change is based on a rule of another 
self-regulatory organization or of the Commission 
and, if so, to identify the rule and explain any 
differences between that rule and the proposed rule 
change. 


One commentator asserted that it is inappropriate to 
require the self-regulatory organization to interpret 
the rules of another self-regulatory organization, 
with respect to which it does not have jurisdiction, 
expertise, or experience.*’? The Commission is 
adopting Item 8, revised to make clear that any 
discussion of rules of other self-regulatory 
organizations or of the Commission is to be based on 
the self-regulatory organization’s understanding of 
those rules. 


K. Exhibit 1. Notice of Filing 


The Commission is adopting the proposed 
amendments to Exhibit 1 of Form 19b-4, the Notice 
of Filing for publication in the Federal Register.** The 
Commission is also adopting two other amendments 
to Exhibit 1. First, it is amending Item | to require that 
the response to the item include only the terms of 
substance of the proposed rule change or the text of 
the proposed rule change, if it is relatively brief. 
Second, it is amending Item II to require a brief 
summary of the most significant aspects, rather 
than the full text, of the responses to Items 3, 4, and5 
in the completed Form 19b-4. These two changes 
are designed to reduce the length of notices 
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published in the Federal Register. 


ll. Expansion of Categories of Proposed Rule 
Changes That May Become Effective on Filing 


Section 19(b)(3)(A)(iii) of the Act? authorizes the 
Commission to expand the categories of proposed 
rule changes that self-regulatory organizations may 
designate for summary effectiveness.*° The 


Commission proposed to exercise that authority by 





See text accompanying n. 49, infra. 
36See n. 20, supra. 
37NYSE Response, File No. S7-590. 


38For the reasons expressed in the Proposal Release, 
the Commission plans to continue publishing 
notices in the Federal Register. See Proposal 
Release, 44 FR 30932. 


Section 19(b)(3)(A) provides that a proposed rule 
change may take effect upon filing if designated by 
the self-regulatory organization as (i) constituting a 
stated policy, practice, or interpretation with respect 
to the meaning, administration, or enforcement of 
an existing rule of the self-regulatory organization, 
(ii) establishing or changing a due, fee, or other 
charge imposed by the self-regulatory organization, 
or (iii) concerned solely with the administration of 
the self-regulatory organization or other matters 
which the Commission, by rule, consistent with the 
public interest and the purposes of Section 19(b), 
may specify as without the provisions of Section 
19(b)(2). 


“The Commission announced in the Proposal 
Release that, as a matter of general policy, if a self- 
regulatory organization, other than the MSRB, files 
under Section 19(b)(3)(A)(ii) a proposed rule 
change that establishes or changes a due, fee, or 
other charge applicable to a non-member or a non- 
participant, the Commission intends, unless 
unusual circumstances are present, to abrogate the 
rule change and require that it be filed for review 
under Section 19(b)(2). Proposal Release, 44 FR 
30928. Several commentators stated that they 
believe that general policy is too broad. The 
Commission, however, continues to believe that, in 
the absence of unusual circumstances, dues, fees, 
and other charges applicable to non-members or 
non-participants should receive full review under 
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amending Rule 19b-4 to permit the self-regulatory 
organization to designate a proposed rule change for 
summary effectiveness if the self-regulatory 
organization provides a thirty-day pre-filing 
comment period on the rule and before the rule 
change becomes operative affords the Commission 
a sixty-day period to consider abrogation (and 
refiling under Section 19(b)). The proposal was 
intended to permit proposed rule changes to be put 
into effect more rapidly than frequently is the case 
when full Commission review and approval are 
required. 


Commentators questioned both the usefulness of 
the proposed category*! and the Commission’s 
authority to adopt it.** The major objection to the 
proposed amendment was to the length of time 
required between circulation and operation of the 
rule.*? Commentators stated that the time savings 
offered by the proposed category would not be 
sufficient to cause them to forego Commission 
approval under Section 19(b)(2). They suggested 
that the proposed new category be revised either to 
permit the Commission to use its discretion to set a 
postfiling operative date up to 60 days after filing** or 
to dispense with the post-filing delay in operation.*® 


The proposed category for summary effectiveness 
was intended to provide, consistently with the 
purposes of Section 19(b), a meaningful opportunity 
for public comment on, and Commission review of, 
proposed rule changes filed under the category. The 
Commission believes that the suggested revisions 
do not make sufficient provision for comment or 
review before such rule changes become operative. 
Accordingly, because commentators indicated that 
they would not use the new category as proposed, 
the Commission is withdrawing the proposal.*® 


The Commission also is not adopting the proposal 
suggested by certain commentators” that proposed 
rule changes of limited duration be permitted to 
become effective summarily. The proposal does not 
make adequate provision for pre-effective comment 
or review, nor does it provide sufficient assurance 
that a defective rule could be abrogated promptly. A 
substantive rule change involving, for example, 
facilities implementation or clearing practices that 
became operative under the proposed category 
might not be able to be withdrawn without undue 
disruption. The Commission also does not agree with 
commentators that the proposal would reduce the 
Commission’s work. In fact, if adopted, the proposal 
might require a disproportionate amount of staff 
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time for evaluation of such filings to avoid disruption 
resulting from abrogation.*® 


The Commission, however, is expanding the 
categories of clearing agency rules that may become 
effective summarily, as suggested in the Proposal 
Release and supported by clearing agency 
commentators.*? Clearing agencies often include in 
their rules the precise mechanical or operational 
details of their procedures.°° Frequently, minor 
changes in these details do not fall within any 
existing category of proposed rule changes that may 
be designated for summary effectiveness, and 
therefore they require Commission review and 
approval. 


Proposed rules dealing solely with mechanical or 
operational details of existing clearing agency 
services are similar to “solely administrative” rules, 
which currently qualify for summary effectiveness 
under Section 19(b)(3)(A)(ii) of the Act. Allowing 
such changes to become effective on filing should 





Footnote 40 continued 

Section 19(b)(2). The general policy announced is 
sufficiently flexible to permit summary effectiveness 
on a Case-by-case basis. 


“Amex, CBOE, DTC, NSCC, NYSE, and OCC 
Responses, File No. S7-590. 


“CBOE, NYSE, and OCC Responses, File No. S7-590. 
*3CBOE Response, File No. S7-590. 

“4NYSE Response, File No. S7-590. 

“SAmex Response, File No. S7-590. 

*6See Companion Release. 

47CBOE, NSCC, and OCC Responses, File No. S7-590. 
*8The Commission has previously accelerated the 
effectiveness of, or taken similar steps for, 
temporary or test programs filed as proposed rule 
changes under Section 19(b)(2). The Commission 
will continue to do so for appropriate proposed rule 
changes. 


“SNSCC and OCC Responses, File No. S7-590. 


S°°DTC, NSCC, and OCC Responses, File No. $7-590. 
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increase staff time available to review other filings. 
The Commission believes that it is consistent with 
the public interest and the purposes of Section 19(b) 
to amend paragraph (d) of Rule 19b-4 (redesignated 
as paragraph (e)) by adding a new subparagraph (4) 
to provide that: 


(e) A proposed rule change may take effect upon 
filing with the Commission pursuant to Section 
19(b)(3)(A) of the Act if properly designated by the 
self-regulatory organization as 


* * * 


(4) effecting a change in an existing service of a 
registered clearing agency that (i) does not 
adversely affect the safeguarding of securities or 
funds in the custody or control of the clearing agency 
or for which it is responsible and (ii) does not 
Significantly affect the respective rights or 


obligations of the clearing agency or persons using 
the service. 


The Commission believes that permitting such 
proposed rule changes to become summarily 
effective could expedite the review process 
significantly.*! For example, proposed rule changes 
that make minor modifications or improvements in 
services or implement changes of a “housekeeping” 
nature would be eligible for summary effectiveness 
under the category.*? 


Ill. Self-Regulatory Organization Actions Con- 
stituting Proposed Rule Changes 


The Commission’s proposals to facilitate filing and 
review of proposed rule changes included a new 
rule, proposed Rule 3b-7, defining the term “rule.” 
That definition was intended to clarify which stated 
policies, practices, and interpretations and other 
self-regulatory actions must be filed as proposed 
rule changes. Commentators, however, stated that 
they did not believe the proposed definition would 
provide clarification. 


The Commission has decided to withdraw proposed 
Rule 3b-7 and to amend Rule 19b-4 to specify more 
precisely which self-regulatory actions constitute 
proposed rule changes. The amendments to Rule 
19b-4 are discussed in detail below. As background 
for that discussion, this section first discusses (A) 
the standards under the Act and under Rule Rule 
19b-4 as originally adopted for determining which 
actions are proposed rule changes and (B) proposed 
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Rule 3b-7. 


A. Standards Under the Act and Rule 19b-4 as 
Originally Adopted 


Section 19(b) defines the term “proposed rule 
change” to mean any proposed rule or any proposed 
change in, addition to, or deletion from the rules of 
the self-regulatory organization. Read together, 
Sections 3(a)(27) and 3(a)(28) of the Act define 
“rules of a self-regulatory organization” to mean (i) 
the rules of the MSRB and the constitution, articles 
of incorporation, bylaws, and rules, or instruments 
corresponding thereto, of any other self-regulatory 
organization, and (ii) such stated policies, practices, 
and interpretations of the self-regulatory 
organization, other than the MSRB, as the 
Commission deems to be rules. 


Paragraph (b) of Rule 19b-4 as originally adopted 
defines “stated policies, practices, and interpreta- 
tions” to include certain self-regulatory actions and 
paragraph (a) of the rule deems certain of these to be 
rules. The definition of “stated policies, practices, 
and interpretations” in paragraph (b) focuses 
primarily on whether the self-regulatory action is 
either a material aspect of the operation of the 
facilities of a self-regulatory organization or a 
statement that is made generally available to 
specified persons and has certain effects on those 
persons. Paragraph (a) deems a stated policy, 
practice, or interpretation to be a rule onlyif it meets 





5!1The Commission, at this time, is not expanding this 
category to include rule changes of other self- 
regulatory organizations. Clearing agencies, unlike 
other self-regulatory organizations, function 
primarily as providers of services to their 
participants. As other self-regulatory organizations 
develop more varied and complex services, it may 
become appropriate to expand the category to 
include certain rules of those organizations. 


52The Commission, of course, retains the authority, 
under Section 19(b)(3)(C), to abrogate summarily 
within sixty days of the date of filing any proposed 
rule change that has become effective under Section 
19(b)(3)(A). 


53Paragraph (b) of Rule 19b-4 as originally adopted 
provided that the term “stated policies, practices, 
and interpretations” includes: 
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one of several primarily procedural tests, such as 
being required, under the rules of the self-regulatory 
organization, to be approved by the organization’s 
governing body.** The standards established by 
paragraphs (a) and (b) were intended to ensure that 
all significant regulatory actions by self-regulatory 
organizations would be subject to Commission 
review. 


The definition of “stated policies, practices, and 
interpretations” in paragraph (b) of Rule 19b-4 is 
sufficiently broad to encompass most significant 
self-regulatory initiatives. The definition, however, 
does not make clear that certain significant 
regulatory matters that may be considered to 
concern “privileges,” rather than “rights or 
obligations,” are within the definition. In addition, 
the definition does not cover significant 
interpretations if they are not made generally 
available, even if the interpretation is approved or 
ratified by the governing body of the self-regulatory 
organization. 


The Commission believes that paragraph (a), which 


deems certain stated policies, practices, and inter- 
pretations to be rules, focuses too extensively on 
procedural aspects of how the statement was 
adopted rather than on the substance of the 
statement. For example, paragraph (a) deems a 
stated policy, practice, or interpretation to bea rule if 
it is required to be approved by the governing body of 
the self-regulatory organization; however, not all 
matters that are required to be so approved are 
necessarily significant enough to warrant Commis- 
sion review. At the same time, certain other matters 
that are not required to be approved by the governing 
body have significant regulatory effects and should 
be subject to Commission review. 


B. Proposed Rule 3b-7 


Proposed Rule 3b-7 was intended to resolve 
problems encountered with Rule 19b-4 by defining 
the term “rule” functionally, instead of procedurally, 
to include statements and stated policies, practices, 
and interpretations having specified significant 
regulatory effects.°° The definition of “rule” in 





Footnote 53 continued 


any material aspect of the operation of the facilities 
of the self-regulatory organization or any statement 
made generally available to the membership of, or 
all participants in, or persons having or seeking 
access (including, in the case of national securities 
exchanges or registered securities associations, 
through a member) to facilities of, a self-regulatory 
organization, or to a group or category of such 
persons, establishing or changing any standards or 
guidelines with respect to (1) the rights or 
obligations of such persons or, inthe case of national 
securities exchanges or registered securities 
associations, persons associated with such persons 
or (2) the application or interpretation of an existing 
rule. 


“Paragraph (a) of Rule 19b-4 as originally adopted 
provided that a stated policy, practice, or 
interpretation of a self-regulatory organization shall 
be deemed to be a rule of the self-regulatory 
organization if: 


(1) action thereon by the members or by the board of 
directors, or similar governing body, of such self- 
regulatory organization is required under its 
constitution, articles of incorporation, by-laws, rules, 
or instruments corresponding thereto, (2) a self- 
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regulatory organization elects or is required, 
pursuant to its constitution, articles of incorporation, 
by-laws, rules, or instruments corresponding 
thereto, to treat it as a rule change hereunder, (3) it 
represents a change in, addition to, or deletion from 
a Stated policy, practice or interpretation which the 
self-regulatory organization previously treated as a 
proposed rule change or (4) it requires a 
determination, or affects a prior determination, 
pursuant to Rules 8c-1(g) or 15c2-1(g). 


5sProposed Rule 3b-7 defined “rule” to include: 
the whole or part of any statement or of any stated 


policy, practice, or interpretation (including any 
form, report, or questionnaire) 


(a) that is of general or particular applicability and 
future effect, 


(b) that is designed to implement, interpret, 
describe, or prescribe a requirement, procedure, 
definition, standard, guideline, policy, or any part of 


a corporate or financial structure or organization, 
and 


(c) that directly or indirectly affects the rights or 
obligations of any person or the conduct of business 
by any person; 
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proposed Ruie 3b-7 was drawn, in large part, from 
the definition of “rule” in the Administrative 
Procedure Act (“APA”).°° The definition expressly 
excluded certain stated policies, practices, and 
interpretations of the self-regulatory organization 
that are reasonably and fairly implied by the 
organization’s existing rules. 


Commentators raised a number of objections to the 
proposed definition of “rule.” Several commentators 
stated that they believe the meaning of the term 
“rule” is already sufficiently clear. They questioned 
both the Commission’s authority to define “rule’®’ 
and the usefulness of doing so.°® One commentator 
stated that the proposed definition of “rule” is 
difficult to read and understand.®*? Several 
commentators questioned whether the APA 
definition of “rule” is an appropriate basis for a 
definition of ‘‘rule’’ for self-regulatory 
organizations.© In addition, one commentator 
stated that the proposed definition appears to 
preclude the self-regulatory organization from 
designating actions that are not within the proposed 
definition as proposed rule changes.* 


The major objection to proposed Rule 3b-7, how- 
ever, was to the breadth of the definition of “rule.” 
Commentators were concerned that the definition is 
too open-ended and would, inappropriately, cover 
internal administrative matters®? and many day-to- 
day business decisions of self-regulatory 
organizations.“ Clearing agencies expressed 
concern that the definition would cover minor 
changes in clearance and settlement systems.® A 
few commentators suggested that the definition 
would cover such statements or documents as 
contracts for goods and services, individual 
employment arrangements, real estate leases, and 
annual reports.© 


Several commentators focused separately on the 
exclusion from the definition of “rule” of any stated 
policy, practice, or interpretation that is “reasonably 
and fairly implied” by an existing rule of the self- 
regulatory organization and is not required under the 
rules of the organization to be approved by its 
governing body (the “exclusion”). Commentators 
stated that the “reasonably and fairly implied” 
standard would not provide sufficient guidance to 
self-regulatory organizations as to when an action 
would not be required to be filed as a proposed rule 
change,®” and that the standard would allow self- 
regulatory determinations to be “second-guessed” 
by the Commission. In addition, the MSRB 
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expressed concern that, because the exclusion 
would not be available if the action was required to 
be approved by the self-regulatory organization’s 
governing body, the exclusion would not be available 
for MSRB interpretations.£° The MSRB explained 
that it has adopted internal procedures to ensure 
that the Board itself is directly involved in the 
interpretive process. 


C. Amendments to Rule 19b-4 


The Commission continues to believe it is important 
to make clear to self-regulatory organizations that 
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Provided, however, that the term “rule” shall not 
include any stated policy, practice, or interpreta- 
tion with respect to an existing rule that is reasonably 
and fairly implied by that rule and that is not required 
under the rules of the self-regulatory organization to 
be approved by the governing body of the self- 
regulatory organization. 


65 U.S.C. 551(4). 

57Amex and CBOE Responses, File No. $7-590. 
5sAmex Response, File No. S7-590. 

5°CBOE Response, File No. S7-590. 


Amex, CBOE, and NSCC Responses, File No. S7- 
590. 


S10CC Response, File No. S7-590. See n. 74 infra. 


S@Amex, CBOE, DTC, NSCC, NYSE, and OCC 
Responses, File No. S7-590. 


Amex, CBOE, and NYSE Responses, File No. S7- 
590. 


*4Amex, NSCC, NYSE, and OCC Responses, File No. 
$7-590. 


®SDTC and NSCC Responses, File No. S7-590. 


S°CBOE, DTC, NSCC, NYSE, and OCC Responses, File 
No. S7-590. 


57NSCC, NYSE, and OCC Responses, File No. S7-590. 
68OCC Response, File No. S7-590. 


®°MSRB Response, File No. S7-590. 
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they must file all significant regulatory actions for 
Commission review.”° The Commission also 
continues to believe that additional guidance can be 
provided, beyond that contained in Rule 19b-4 as 
originally adopted, as to which self-regulatory 
actions are proposed rule changes. In light of the 
comments received on proposed Rule 3b-/7, 
however, the Commission does not believe that it is 
useful to attempt to provide additional guidance 
through a definition of “rule” based on the APA. 
Accordingly, the Commission is withdrawing 
proposed Rule 3b-7”! and is amending Rule 19b-4 to 
specify more precisely which self-regulatory actions 
are proposed rule changes. 


The amendments (i) make minor modifications in 
the definition of “stated policies, practices, and 
interpretations” in paragraph (b); (ii) revise 
paragraph (a) (redesignated as paragraph (c)) to 
deem stated policies, practices, and interpretations 
to be proposed rule changes primarily onthe basis of 
their substantive effect; and (iil) add a new 
paragraph (d) deeming to bea proposed rule change 
any interpretation of an existing rule of the self- 
regulatory organization if it is approved or ratified by 
the governing body of the self-regulatory 
organization and Is not reasonably and fairly implied 
by the existing rule.’ 


Paragraphs (a) through (d) of Rule 19b-4 will read as 
follows: 


(a) Filings with respect to proposed rule changes by 
a self-regulatory organization shall be made on Form 
19b-4. 


(b) The term “stated policy, practice, or interpreta- 
tion” means (1) any material aspect of the operation 
of the facilities of the self-regulatory organization or 
(2) any statement made generally available to the 
membership of, to all participants in, or to persons 
having or seeking access (including, in the case of 
national securities exchanges or registered 
securities associations, through a member) to 
facilities of, the self-regulatory organization 
(“specified persons”), or to a group or category of 
specified persons, that establishes or changes any 
standard, limit, or guideline with respect to (i) the 
rights, obligations, or privileges of specified persons 
or, in the case of national securities exchanges or 
registered securities associations, persons 
associated with specified persons, or (ii) the 
meaning, administration, or enforcement of an 
existing rule. 
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(c) A stated policy, practice, or interpretation of the 
self-regulatory organization shall be deemed to bea 
proposed rule change unless (1) it is reasonably 
and fairly implied by an existing rule of the self- 
regulatory organization or (2) it is concerned solely 
with the administration of the self-regulatory 
organization and is not a stated policy, practice, or 
interpretation with respect to the meaning, 
administration, or enforcement of an existing rule of 
the self-regulatory organization. 


(d) Regardless of whether it is made generally 
available, an interpretation of an existing rule of the 
self-regulatory organization shall be deemed to bea 
proposed rule change if (1) it is approved or ratified 
by the governing body of the self-regulatory 
organization and (2) it is not reasonably and fairly 
implied by that rule. 


Paragraphs (b), (c), and (d) will operate as discussed 
below. 


1. Paragraph (b): Definition of Stated Policy, 
Practice, or Interpretation 


Revised paragraph (b) continues to define “stated 
policy, practice, or interpretation” as, essentially, (1) 
any material aspect of the operation of the facilities 
of the self-regulatory organization or (2) any 
statement that the self-regulatory organization 
makes generally available to specified persons and 





The Commission expects that, in most instances 
where a self-regulatory organization acts in such a 
manner as to have a significant regulatory impacton 


persons, the self-regulatory organization will 
designate the action as a “rule.” Sections 6, 15A, 
15B, and 17A of the Act provide that self-regulatory 
organizations must have “rules” designed to achieve 
specified objectives. 


See Companion Release. 


’*Self-regulatory organizations may seek interpretive 
advice from the Commission’s staff in those 
instances where the self-regulatory organization is 
uncertain whether a particular action is a proposed 
rule change or should have been previously treated 
as one. 
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that has certain effects.’”* The revised definition 
differs from the definition as originally adopted in 
several minor respects. 


First, the revised definition substitutes “stated 
policy, practice, or interpretation means” for “stated 
policies, practices, and interpretations includes” to 
clarify that a self-regulatory action that is not within 
the definition is not a stated policy, practice, or inter- 
pretation.” Second, for simplification, it adds the 
term “specified persons” as a definition of the 
persons included in the definition of “stated policy, 
practice, or interpretation” in Rule 19b-4. 


Third, the revised definition adds the word “limit” to 
the list of specified effects to make clear that a 
statement prohibiting conduct is within the 
definition. Fourth, it adds in paragraph (b)(2)(i) the 
word “privileges” to make clear that statements 
establishing or changing any standard, limit, or 
guideline with respect to the privileges of specified 
persons are within the definitioin. Finally, it sub- 
stitutes, in paragraph (b)(2)(ii), “meaning, admin- 
istration, or enforcement of an existing rule” for 
“application or interpretation of an existing rule.” 
That substitution is intended to conform the 
language of the provision to that in Section 
19(b)(3)(A)(i) of the Act and is not intended to 
change the meaning of paragraph (b)(2).”° 


2. Paragraph (c): Stated Policy, Practice, or Inter- 
pretation Deemed to be a Proposed Rule Change 


Revised paragraph (c) is intended to limit the stated 
policies, practices, and interpretations subject to 
Commission review to those most likely to affect 
significantly the activities of specified persons. It 
does so by excepting two categories of stated 
policies, practices, and interpretations from those 
deemed to be proposed rule changes. The first 
exception is for stated policies, practices, and 
interpretations “reasonably and fairly implied” by 
the self-regulatory organization’s existing rules. The 
second exception is for certain stated policies, 
practices, and interpretations that are “concerned 
solely with the administration” of the self-regulatory 
organization. The two exceptions are intended to 
operate independently of each other; if the action 
meets the requirements of either exception, it will 
not be considered a proposed rule change under 
paragraph (c). The two exceptions are discussed 
further below. 


(i) “Reasonably and Fairly Implied” Exception 
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The “reasonably and fairly implied” exception is 
intended to make clear that self-regulatory 
organizations may issue stated policies, practices, 
and interpretations with respect to their existing 
rules without necessarily being subject to rule filing 
requirements. For example, interpretations of 
existing rules arising out of individual enforcement 
or disciplinary proceedings would not have to be 
filed as proposed rule changes if the interpretations 
are reasonably and fairly implied by the existing 
rules. 


The “reasonably and fairly implied” standard is the 
same standard used in proposed Rule 3b-7 to except 
certain stated policies, practices, and 
interpretations from the definition of “rule.” The 
Commission believes, in spite of commentators’ 
objections that the standard is vague, that it provides 
as much guidance to self-regulatory organizations 
as is now possible. The limits of the “reasonably and 
fairly implied” exception will have to be determined 
on a case-by-case basis. It is clear, however, that a 
stated policy, practice, or interpretation that 
prescribes extensive and specific limitations on 
particular types of transactions or conduct that are 
not apparent from the face of the existing rule is not 





73Material, even if it is not included in the definition of 
“stated policy, practice, or interpretation,” that the 
self-regulatory organization (other than a registered 
clearing agency) makes generally available is 
required to be filed with the Commission under 
Rules 6a-3, 15Aj-1, and 17a-21 under the Act, 17 
CFR 240.6a-3, 240.15Aj-1, and 240.17a-21. Rule 
17a-22, the adoption of which is announced in this 
release, will impose a similar requirement on 
registered clearing agencies. 


“The self-regulatory organization could, of course, 
elect to designate as a “rule” a statement that is not 
within the definition of “stated policy, practice, or 
interpretation.” 


>A form, report, or questionnaire of a self-regulatory 
organization that constitutes a stated policy, 
practice, or interpretation under paragraph (b) 
would have to be filed as a proposed rule change if, 
under paragraph (c), it is a stated policy, practice, or 
interpretation deemed to be a proposed rule change. 
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“reasonably and fairly implied” by the rule.’ 
Moreover, the fact that a self-regulatory 
organization, for purposes of its internal operations, 
characterizes a stated policy, practice, or inter- 
pretation as reasonably and fairly implied does not 
mean the statement is reasonably and fairly implied 
for purposes of Rule 19b-4.7’ 


(ii) “Concerned Solely With the Administration” 
Exception 


The “concerned solely with the administration” 
exception in paragraph (c) is intended to prevent the 
self-regulatory organization from having to file as a 
proposed rule change most stated policies, 
practices, or interpretations that deal solely with 
“housekeeping” matters.”® The exception should 
eliminate concern, stemming from the definition of 
“rule” in proposed Rule 3b-7, that self-regulatory 
organizations would have to file as proposed rule 
changes stated policies, practices, or interpretations 
relating to matters such as floor decorum.” 


The exception would not be available for stated 
policies, practices, and interpretations with respect 


to the meaning, administration, or enforcement of 
an existing rule of the self-regulatory organization. 
The Commission believes that, once the self- 
regulatory organization has chosen to handle a 
housekeeping matter by rule, the Commission and 
the public should be given notice of any stated 
policy, practice, or interpretation that effectively 
modifies the terms of that rule.2° Any such stated 
policy, practice, or interpretation should be set forth 
in the self-regulatory organization’s rule book. 


3. Paragraph (d): Governing Body Interpretations 
Deemed to be Proposed Rule Changes 


The Commission believes that any interpretation of 
an existing rule that is of sufficient importance to be 
approved or ratified by the governing body of the 
self-regulatory organization, whether or not it is 
made generally available, is a proposed rule change 
subject to Commission review unless it is reasonably 
and fairly implied by the existing rule. 


Accordingly, the Commission is amending Rule 19b- 
4 to provide, in paragraph (d), that regardless of 
whether it is made generally available, an 





7©As the Commission explained in connection with 
its discussion of the “reasonably and fairly implied” 
standard in the exclusion of proposed Rule 3b-7, the 
standard would not be met by an interpretation such 
as that filed by the CBOE and other exchanges 
concerning “front-running.” See, e.g., File No. SR- 
CBOE-78-28. The standard also would not be met by 
a stated policy, practice, or interpretation that 
implements a system if it affects the manner in 
which members or others do business or in which 
the system functions, in a way that is not reasonably 
foreseeable from the rule to which the stated policy, 
practice, or interpretation applies. 


”For example, the governing body of the NASD 
adopts or amends specific implementing policies 
under general rules adopted by its membership, 
such as its rule requiring observance of just and 
equitable principles of trade, and, for purposes of its 
by-laws, characterizes the implementing policies as 
reasonably and fairly implied by the general rules. 


See the NASD’s interpretations and_ policy 
statements relating to “free-riding,” advertising, and 
underwriting arrangements. Such interpretations or 
policy statements are required to be filed as 
proposed rule changes. NASD Manual (CCH) para 
2151. See also Article VII of the NASD’s By-Laws, 
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NASD Manual (CCH) para 1501 et seq. 


78If the self-regulatory organization adopts a “rule” 
that is concerned solely with the administration of 
the organization, that rule is required to be filed as a 
proposed rule change, but it may qualify for 
summary effectiveness under Section 19(b)(3)(A) 
of the Act. 


79As administrative stated policy, practice, or 
interpretation having implications beyond 
housekeeping matters would not, of course, qualify 
for this exception. For example, a stated policy, 
practice, or interpretation establishing or changing 
floor procedures, procedures for resolving or 
determining the rights or obligations of members, or 
composition of the self-regulatory organization’s 
governing body would generally not be “concerned 
solely with the administration” of the self-regulatory 
organization. 


8°For example, if the self-regulatory organization has 
a rule establishing a dress code, any stated policy, 
practice, or interpretation with respect to the dress 
code would be a proposed rule change, unless it is 
reasonably and fairly implied by the rule, in which 
case it would qualify for the first exception. 
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interpretation of an existing rule of the self- 
regulatory organization is a proposed rule change if 
it is approved or ratified by the governing body of the 
self-regulatory organization and it is not reasonably 
and fairly implied by the existing rule.®! Paragraph 
(d) makes clear that, whenever the governing body 
of the self-regulatory organization, including that of 
the MSRB,® approves or ratifies an interpretation 
that is not reasonably and fairly implied by an 
existing rule, its action is a proposed rule change. 


IV. Revocation of Certain Filing Requirements; 
Adoption of rule 17a-22 Concerning Registered 
Clearing Agencies 


The Commission proposed to revoke several filing 
requirements that it believes are unduly burdensome. 
First, the Commission proposed to revoke the 
provision in paragraph (c) of Rule 19b-4 as originally 
adopted, and related Form 19b-4B, requiring self- 
regulatory organizations to file on Form 19b-4B 
notice of stated policies, practices, and 
interpretations not deemed to be rules. The filing 
requirement partially duplicates filing requirements 
in Rules 6a-3, 15Aj-1, and 17a-21 under the Act,® 
which require national securities exchanges, 
registered securities associations, and the MSRB, 
respectively, to submit to the Commission any 
material they make generally available. 


Second, the Commission proposed to revoke Rule 
17a-18, which requires a national securities 
exchange or registered securities association to file 
with the Commission any form, report, or question- 
naire it requires or proposes to require its members 
to complete. The Commission believes this 
requirement is unnecessary because self-regulatory 
organizations are required to file such documents 
under Section 19(b). 


Finally, the Commission proposed to revoke 
paragraph (g) of Rule 19b-4. Paragraph (g) required 
self-regulatory organizations to respond to Items 3, 
4,5, and 6 of Form 19b-4A with respect to their rules 
in effect on June 4, 1975, and tofile those responses 
with the Commission by April 1, 1976. Paragraph (g) 
was intended to afford national securities exchanges 
and associations an opportunity to provide relevant 
informatioin on their existing rules before any 
Commission action under Section 31(b) of the 
Securities Acts Amendments of 1975. 
Commentators expressed the view that the 
information supplied would be of little assistance to 
the Commission and that supplying the information 
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would impose a considerable burden on self- 
regulatory organizations. To avoid imposing that 
burden, the Commission decided in early 1976 not 


to require compliance with paragraph (g) of Rule 
19b-4.% 


The Commission did not receive any comments on 
its proposals to revoke the Form 19b-4B filing 
requirement, Rule 17a-18, and paragraph (g) of Rule 
19b-4, and, as proposed, is revoking those 
provisions. 


In conjunction with its proposal to revoke Form 19b- 
4B, the Commission proposed Rule 17a-22, which 
would establish for registered clearing agencies a 
filing requirement parallel to the filing requirements 
imposed under Rules 6a-3, 15Aj-1, and 17a-21. 
Registered clearing agencies, unlike national 
securities exchanges, registered securities 
associations, and the MSRB, previously have not 
been required to file with the Commission materials 
(other than stated policies, practices, and 
interpretations deemed not to be rules) they make 
generally available. Receipt of such material is 
important to the Commission’s oversight 
responsibilities under the Act. The Commission did 
not receive any comments on proposed Rule 17a-22 
and is adopting the rule as proposed, with minor 
modifications. 





S\If the governing board of the self-regulatory 
organization establishes a committee to approve or 
ratify interpretations, the self-regulatory 
organization should treat interpretations approved 
or ratified by that committee as having been acted 
upon by the governing body. 


82Paragraph (d) makes clear that if the MSRB issues 
an interpretation of an existing rule that is not 
reasonably and fairly implied by that rule, it is a 
proposed rule change. 


8317 CFR 240.6a-3, 240.15Aj-1, and 240.17a-21. 
Rule 17a-22, the adoption of which is announced in 
this release, will impose a similar requirement on 
registered clearing agencies. 


*4Securities Exchange Act Release Nos. 12157 (Mar. 


2, 1976), 41 FR 10662 (Mar. 12, 1976), and 13100 
(Dec. 22, 1976), 42 FR 782 (Jan. 4, 1977). 
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V. Statutory Basis 


On the basis of the foregoing analysis and 
discussion, the Commission finds that the rule and 
the amendments to the rule and the form adopted 
are consistent with the public interest, the protection 
of investors, and the purposes of the Act. The 
Commission also finds that the amendment to 
paragraph (e) of Rule 19b-4, expanding the 
categories of proposed rule changes that may 
become effective pursuant to Section 19(b)(3)(A) of 
the Act, is consistnet with the public interest and the 
purposes of Section 19(b) of the Act. The 
Commission, pursuant to Section 23(a)(2) of the 
Act, finds that the rule and the amendments to the 
rule and the form adopted herein do not impose any 
burdens on competition. 


Rule 17a-22 is promulgated under the Act, and 
particularly Sections 2, 3, 17,17A, and 23,15 U.S.C. 
78b, 78c, 78q, 78q-1, and 78w. The amendments to 
Rule 19b-4 and Form 19b-4A (redesignated as Form 
19b-4) are promulgated under the Act, and 
particularly Sections 2, 3,6, 11A, 15A,15B,17,17A, 
19, and 23, 15 U.S.C. 78b, 78c, 78f, 78k-1, 780-3, 
780-4, 78q, 78q-1, 78s, and 78w. 


Vl. Text of Rules and Form 


The Commission is amending Title 17, Chapter II, of 
the Code of Federal Regulations as follows: 


PART 240—GENERAL RULES AND REGULATIONS, 
SECURITIES EXCHANGE ACT OF 1934 


1. By revoking §240.17a-18. 
2. By adding §240.17a-22 to read as follows: 


§240.17a-22 Supplemental material of registered 
clearing agencies. 


Within ten days after issuing, or making generally 
available, to its participants or to other entities with 
whom it has a significant relationship, such as 


pledgees, transfer agents, or self-regulatory 
organizations, any material (including, for example, 
manuals, notices, circulars, bulletins, lists, or 
periodicals), a registered clearing agency shall file 
three copies of such material with the Commission. 
A registered clearing agency for which the 
Commission is not the appropriate regulatory 
agency shall at the same time file one copy of such 
material with its appropriate regulatory agency. 
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(Secs. 2, 3, 17, and 23, Pub. L. No. 78-291, 48 Stat. 
881, 882, 897, and 901, as amended by Secs. 2, 3, 
14, and 18, Pub. L. No. 94-29, 89 Stat. 97, 137, and 
155 (15 U.S.C. 78b, 78c, 78q, and 78w); Sec. 117A, as 
added by Sec. 15, Pub. L. No. 94-29, 89 Stat. 141 (15 
U.S.C. 78q-1).) 


3. By revising §240.19b-4 to read as follows: 


§240.19b-4 Filings with respect to proposed rule 
changes by self-regulatory organizations. 


(a) Filings with respect to proposed rule changes by 
a self-regulatory organization shall be made on Form 
19b-4. 


(b) The term “stated policy, practice, or 
interpretation” means (1) any material aspect of the 
operation of the facilities of the self-regulatory 
organization or (2) any statement made generally 
available to the membership of, to all participants in, 
or to persons having or seeking access (including, in 
the case of national securities exchanges or 
registered securities associations, through a 
member) to facilities of, the self-regulatory organiza- 
tion (“specified persons”), or to a group or category 
of specified persons, that establishes or changes any 
standard, limit, or guideline with respect to (i) the 
rights, obligations, or privileges of specified persons 
or, in the case of national securities exchanges or 
registered securities associations, persons 
associated with specified persons, or (ii) the 
meaning, administration, or enforcement of an 
existing rule. 


(c) A stated policy, practice, or interpretation of the 
self-regulatory organization shall be deemed to bea 
proposed rule change unless (1) it is reasonably and 
fairly implied by an existing rule of the self- 
regulatory organization or (2) it is concerned solely 
with the administration of the self-regulatory 
organization and is not a stated policy, practice, or 
interpretation with respect to the meaning, admin- 
istration, or enforcement of an existing rule of the 
self-regulatory organization. 


(d) Regardless of whether it is made generally 
available, an interpretation of an existing rule of the 
self-regulatory organization shail be deemed to bea 
proposed rule change if (1) it is approved or ratified 
by the governing body of the self-regulatory 
organization and (2) it is not reasonably and fairly 
implied by that rule. 
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(e) A proposed rule change may take effect upon 
filing with the Commission pursuant to Section 
19(b)(3)(A) of the Act if properly designated by the 
self-regulatory organization as (1) constituting a 
stated policy, practice, or interpretation with respect 
to the meaning, administration, or enforcement of 
an existing rule, (2) establishing or changing a due, 
fee, or other charge, (3) concerned solely with the 
administration of the self-regulatory organization, or 
(4) effecting a change in an existing service of a 
registered clearing agency that (i) does not 
adversely affect the safeguarding of securities or 
funds in the custody or control of the clearing agency 
or for which it is responsible and (ii) does not 
significantly affect the respective rights or 
obligations of the clearing agency or persons using 
the service. 


(f) After instituting a proceeding to determine 
whether a proposed rule change should be 
disapproved, the Commission will afford the self- 
regulatory organization and interested persons an 
opportunity to submit additional written data, views, 
and arguments and may afford, in the discretion of 
the Commission, an opportunity to make oral 
presentations. 


(g) Notice of orders issued pursuant to Section 19(b) 
of the Act will be given by prompt publication 
thereof, together with a statement of written reasons 
therefor. 


(h) Self-regulatory organizations shall retain at their 
principal place of business a file, available to 
interested persons for public inspection and 
copying, of all filings made pursuant to this section 
and all correspondence and other communications 
reduced to writing (including comment letters) to 
and from such self-regulatory organization 
concerning any such filing, whether such 
correspondence and communications are received 
or prepared before or after the filing of the proposed 
rule change. 


(Secs. 2, 3,6, 17, 19, and 23, Pub. L. No. 78-291, 48 
Stat. 881, 882, 885, 897, 898, and 901, as amended 
by Secs. 2, 3,4, 14, 16, and 18, Pub. L. No. 94-29, 89 
Stat. 97, 104, 137, 146, and 155(15 U.S.C. 78b, 78c, 
78f, 78q, 78s, and 78w); Sec. 15A, as added by Sec. 
1, Pub. L. No. 75-719, 52 Stat. 1070, as amended by 
Sec. 12, Pub. L. No. 94-29, 89 Stat. 127 (15 U.S.C. 
780-3); Secs. 11A, 15B, and 17A, as added by Secs. 
7, 13, and 15, Pub. L. No. 94-29, 89 Stat. 111, 131, 
and 141 (15 U.S.C. 78k-1, 780-4, and 78q-1). 
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PART 249—FORMS, SECURITIES EXCHANGE ACT 
OF 1934 


1. By redesignating §249.819a [Form 19b-4A, for 
filings with respect to proposed rule changes by all 
self-regulatory organizations] as §249.819, by 
amending the heading of this section to refer to 
“Form 19b-4,” and by amending the text of this form 
as provided by this release. 


2. By revoking §249.819b. 


* Ke KK K 


A copy of amended Form 19b-4 is attached to this 
release (not reproduced in the Federal Register). 
Copies of the form have been filed with the Office of 
the Federal Register and will be forwarded to the self- 
regulatory organizations. Copies may be requested 
from the Commission. 


By the Commission. 


George A. Fitzsimmons 
Secretary 





File No. SR 
(See Instruction C)* 


Amendment No. 
(If applicable)* 


SECURITIES AND EXCHANGE COMMISSION 
Washington, D.C. 20549 





Form 19b-4 


Proposed Rule Change by 





(Exact Name of Self-Regulatory Organization)* 


Pursuant to Rule 19b-4 under the 
Securities Exchange Act of 1934 





*(Do not include parenthetical material in 
completed form) 
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General Instructions 
A. Use of the Form 


This form shall be used for filings of proposed rule 
changes by all self-regulatory organizations 
pursuant to Section 19(b) of the Securities Exchange 
Act of 1934 (the “Act”). National securities 
exchanges, registered securities associations, 
registered clearing agencies, and the Municipal 
Securities Rulemaking Board are self-regulatory 
organizations for purposes of this form. 


B. Need for Careful Preparation of the Completed 
Form, Including Exhibits 


This form, including the exhibits, is intended to elicit 
information necessary for the public to provide 
meaningful comment on the proposed rule change 
and for the Commission to determine whether the 
proposed rule change is consistent with the 
requirements of the Act and the rules and 
regulations thereunder applicable to the self- 
regulatory organization. The self-regulatory 
organization must provide all the information called 
for by the form, including the exhibits, and must 
present the information in a clear and compre- 
hensible manner. 


The proposed rule change shall be considered filed 
on the date on which the Commission receives the 
proposed rule change filing if the filing complies with 
all requirements of this form. Any filing that does not 
comply with the requirements of this form may be 
returned to the self-regulatory organization at any 
time before the issuance of the notice of filing. Any 
filing so returned shall for all purposes be deemed 
not to have been filed with the Commission. See also 
Rule 0-3 under the Act (17 CFR 240.0-3). 


C. Documents Comprising the Completed Form 


The completed form filed with the Commission shall 
consist of the facing sheet, numbers and captions 
for all items, responses to al! items, and exhibits 
required in Item 9. In responding to an item, the 
completed form may omit the text of the item as 
contained herein if the response is prepared to 
indicate to the reader the coverage of the item 
without the reader having to refer to the text of the 
item or its instructions. Each filing shall be marked 
on the facing sheet with the initials of the self- 
regulatory organization, the year, and the number of 
the filing for the year. 
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D. Amendments 


If information on this form is or becomes inaccurate 
before the Commission takes action on the proposed 
rule change, the self-regulatory organization shall 
file amendments correcting any such inaccuracy. 
Copies of amendments shall be provided in the 
quantities specified in Instruction F. 


Amendments to a filing shall include the facing 
sheet marked to number consecutively the 
amendments, numbers and captions for each 
amended item, amended response to the item, and 
required exhibits. The amended response to Item 3 
shall explain the purpose of the amendment and, if 
the amendment changes the purposes of or basis for 
the proposed rule change, the amended response 
shall also provide a revised purpose and basis 
statement for the proposed rule change. Exhibit 1 
shall be refiled if there is a material change from the 
immediately preceding filing in the language of the 
proposed rule change or in the information provided. 


If the amendment alters the text of an existing rule, 
the amendment shall include the text of the existing 
rule, marked in the manner described in Item 1(a) 
using brackets to indicate words to be deleted from 
the existing rule and underscoring to indicate words 
to be added. The purpose of this marking 
requirement is to maintain a current copy of howthe 
text of the existing rule is being changed. 


If the amendment alters the text of the proposed rule 
change as it appears in the immediately preceding 
filing (even if the proposed rule change does not 
alter the text of an existing rule), the amendment 
shall include, as Exhibit 4, two full copies of the 
entire text of the rule as altered. This full text shall be 
marked, in any convenient manner, to indicate 
additions to and deletions from the immediately 
preceding filing. The purpose of Exhibit 4 is to permit 
the staff to identify immediately the changes made 
from the text of the rule with which it has been 
working. 


If the self-regulatory organization is amending only 
part of the text of a lengthy proposed rule change, it 
may file only those portions of the text of the 
proposed rule change in which changes are being 
made if the filing is clearly understandable on its 
face. Such portions shall be clearly identified and 
marked to show deletions and additions. 


If, after the rule change is filed but before the 
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Commission takes final action on it, the self- 
‘2gulatory organization receives or prepares any cor- 
respondence or other communications reduced to 
writing (including comment letters) to and from 
such self-regulatory organization concerning the 
proposed rule change, copies of the 
communications shall be filed in accordance with 
Instruction F. If information in the communica- 
tions makes the rule change filing inaccurate, the 
filing shall be amended to correct the inaccuracy. 


E. Completion of Act by the Self-Regulatory 
Organization on the Proposed Rule Change 


The Commission will not approve a proposed rule 
change before the self-regulatory organization has 
completed all action required to be taken under its 
constitution, articles of incorporation, bylaws, rules, 
or instruments corresponding thereto (excluding 
action specified in any such instrument with respect 
to (i) compliance with the procedures of the Act or 
(ii) the formal filing of amendments pursuant to 
state law). Nevertheless, proposed rule changes 
(other than proposed rule changes that are to take, 
or to be put into, effect pursuant to Section 19(b)(3) 
of the Act) may be initially filed before the 
completion of all such action if the self-regulatory 
srganization consents, under Item 6 of this form, to 
an extension of the period of time specified in 
Section 19(b)(2) of the Act until at least thirty-five 
days after the self-regulatory organization has filed 
an appropriate amendment setting forth the taking 
of all such action. If a proposed rule change to be 
filed for review under Section 19(b)(2) of the Act isin 
preliminary form, the self-regulatory organiza- 
tion may elect to file initially Exhibit 1 setting forth a 
description of the subjects and issues expected to be 
involved. 


F. Signature and Filing of the Completed Form 


Twelve copies of Form 19b-4, twelve copies of 
Exhibit 1, four copies of Exhibits 2 and 3, and two 
copies of Exhibit 4 shall be filed with the Chief of the 
Branch of Exchange Regulation,* Division of Market 
Regulation, Securities and Exchange Commission, 
500 North Capitol Street, Washington, D.C. 20549. 
At least one copy of the completed Form 19b-4 shall 
be manually signed by a duly authorized officer of 
the self-regulatory organization, on copies not 
manually signed, the name of the signing person 
shall be typed or printed. The manually signed copy 
shall be numbered sequentially by handwritten, 
typed, printed, or other legible form of notation from 
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the facing page of the form through the last page of 
the form, including any exhibits or attachments 
thereto. The total number of pages contained in the 
manually signed copy shall be set forth on the facing 
page of the form. A registered clearing agency for 
which the Commission is not the appropriate 
regulatory agency shall also file with its appropriate 
regulatory agency three copies of the form, one of 
which shall be manually signed, including exhibits. 
The Municipal Securities Rulemaking Board shall 
also file copies of the form, including exhibits, with 
the Board of Governors of the Federal Reserve 
System, the Comptroller of the Currency, and the 
Federal Deposit Insurance Corporation. 


Information to be ‘Included in the Completed Form 
1. Text of the Proposed Rule Change 


(a) Set forth the text of the proposed rule change. In 
the case of any change in, addition to, or deletion 
from, any existing rule, the existing rule should be 
set forth, with brackets used to indicate words to be 
deleted and underscoring used to indicate words to 
be added. If any form, report, or questionnaire is 
proposed to be used in connection with the 
implementation or operation of the proposed rule 
change, or if the proposed rule change prescribes or 
refers to any form, report, or questionnaire, a copy of 
such document shall be attached to, and shall be 
considered to be part of, such proposed rule change. 
lf, however, the completion of the form, report, or 
questionnaire either is voluntary or is required 
pursuant to an existing rule of the self-regulatory 
organization, such form, report, or questionnaire, 
together with a statement identifying any existing 
rule that requires completion of the form, report, or 
questionnaire, shall be attached as Exhibit 3. 





*All self-regulatory organizations, including those 
other than natioinal securities exchanges, shall 
address filings to the Chief of the Branch of 
Exchange Regulation. 


SEC DOCKET/365 





(b) If the self-regulatory organization reasonably 
expects that the proposed rule change will have any 
direct effect, or significant indirect effect, on the 
application of any other rule of the self-regulatory 
organization, set forth the designation or title of any 
such rule and describe the anticipated effect of the 
proposed rule change on the application of such 
other rule. 


(c) Set forth the file numbers for prior filings with 
respect to any existing rule specified in response to 
Item 1(b). 


2. Procedures of the Self-Regulatory Organization 


(a) Describe action on the proposed rule change 
taken by the members or board of directors or other 
governing body of the self-regulatory organization 
(by amendment if initial filing is prior to completion 
of final action). See Instruction E. 


(b) State the name(s) and telephone number(s) of 
the person(s) on the staff of the self-regulatory 
organization prepared to respond to questions and 
comments on the proposed rule change. 


3. Self-Regulatory Organization’s Statement of the 
Purpose of, and Statutory Basis for, the Proposed 
Rule Change 


Provide a statement of the purpose of the proposed 
rule change and its basis under the Act and the rules 
and regulations thereunder applicable to the self- 
regulatory organization. The statement should be 
sufficiently detailed and specific to support a finding 
under Section 19(b) of the Act that the proposed rule 
change is consistent with the requirements of the 
Act and the rules and regulations thereunder 
applicable to the self-regulatory organization. The 
statement should respond specifically to all 
significant arguments, raised by commentators or 
known to the self-regulatory organization, that the 
proposed rule change is inconsistent with those 
requirements. Ata minimum, the statement should: 


(a) Describe the reasons for adopting the proposed 
rule change, any problems the proposed rule change 
is intended to address, the manner in which the 
proposed rule change will resolve those problems, 
the manner in which the proposed rule change will 
affect various persons (e.g., brokers, dealers, 
issuers, and investors), and any significant 
problems known to the self-regulatory organization 
that persons affected are likely to have in complying 
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with the proposed rule change; and 


(b) Explain why the proposed rule change is 
consistent with the requirements of the Act and the 
rules and regulations thereunder applicable to the 
self-regulatory organization. A mere assertion that 
the proposed rule change is consistent with those 
requirements is not sufficient. In the case of a 
registered clearing agency, also explain how the 
proposed rule change will be implemented 
consistently with the safeguarding of securities and 
funds in its custody or control or for which it is 
responsible. Certain limitations that the Act imposes 
on self-regulatory organizations are summarized in 
the notes that follow. 


NOTE 1. National Securities Exchanges and 
Registered Securities Associations. Under Sections 
6 and 15A, rules of a national securities exchange or 
registered securities association may not permit 
unfair discrimination between customers, issuers, 
brokers, or dealers, and may not regulate, by virtue 
of any authority conferred by the Act, matters not 
related to the purposes of the Act or the administra- 
tion of the self-regulatory organization. Rules of a 
registered securities association may not fix 
minimum profits or impose any schedule of or fix 
rates of commissions, allowances, discounts, ot 
other fees to be charged by its members. 


Under Section 11A(c)(5), a national securities 
exchange or registered securities association may 
not limit or condition the participation of any 
member in any registered clearing agency. 


NOTE 2. Registered Clearing Agencies. Under 
Section 17A, rules of a registered clearing agency 
may not permit unfair discrimination in the 
admission of participants or among participants in 
the use of the clearing agency, may not regulate, by 
virtue of any authority conferred by the Act, matters 
not related to the purposes of Section 17A or the 
administration of the clearing agency, and may not 
impose any schedule of prices, or fix rates or other 
fees, for services rendered by its participants. 


NOTE 3. Municipal Securities Rulemaking Board. 
Under Section 15B, rules of the Municipal Securities 
Rulemaking Board may not permit unfair 


discrimination between customers, issuers, 
municipal securities brokers, or municipal 
securities dealers, may not fix minimum profits, or 
impose any schedule or fix rates of commissions, 
allowances, discounts, or other fees to be charged by 
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municipal securities brokers or municipal securities 

‘dealers, and may not regulate, by virtue of any 
authority conferred by the Act, matters not related to 
the purposes of the Act with respect to municipal 
securities or the administration of the Board. 


4. Self-Regulatory Organization’s Statement on 
Burden on Competition 


State whether the proposed rule change will have an 
impact on competition and, if so, (i) state whether 
the proposed rule change will impose any burden on 
competition or whether it will relieve any burden on, 
or otherwise promote, competition and (ii) specify 
the particular categories of persons and kinds of 
businesses on which any burden will be imposed 
and the ways in which the proposed rule change will 
affect them. If the proposed rule change amends an 
existing rule, state whether that existing rule, as 
amended by the proposed rule change, will impose 
any burden on competition. If any impact on 
competition is not believed to be a significant 
burden on competition, explain why. Explain why 
any burden on competition is necessary or 
appropriate in furtherance of the purposes of the 
Act. In providing those explanations, set forth and 
respond in detail to written comments as to any 
significant impact or burden on competition 
perceived by any person who has made comments 
on the proposed rule change to the self-regulatory 
organization. The statement concerning burdens on 
competition should be sufficiently detailed and 
specific to support a Commission finding that the 
proposed rule change does not impose any 
unnecessary or inappropriate burden on 
competition. 


5. Self-Regulatory Organization’s Statement on 
Comments on the Proposed Rule Change Received 
from Members, Participants, or Others 


If written comments were received (whether or not 
comments were solicited) from members of or 
participants in the self-regulatory organization or 
others, summarize the substance of all such 
comments received and respond in detail to any 
significant issues that those comments raised about 
the proposed rule change. If an issuer is 
summarized and responded to in detail under Item 3 
or Item 4, that response need not be duplicated if 
appropriate cross-reference is made to the place 
where the response can be found. If comments were 
not or are not to be solicited, so state. 
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6. Extension of Time Period for Commission Action 


State whether the self-regulatory organization 
consents to an extension of the time period specified 
in Section 19(b)(2) of the Act until it shall file an 
amendment which specifically states that the time 
organization consents. 


NOTE. The self-regulatory organization may elect to 
consent to an extension of the time period specified 
in Section 19(b)(2) of the Act until it shall file lan 
amendment which specifically states that the time 
period specified in Section 19(b)(2) shall begin to 
run on the date of filing such amendment. 


7. Basis for Summary Effectiveness Pursuant to 
Section 19(b)(3) or for Accelerated Effectiveness 
Pursuant to Section 19(b)(2) 


(a) If the proposed rule change is to take, or to be put 
into, effect, pursuant to Section 19(b)(3), state 
whether the filing is made pursuant to paragraph (A) 
or (B) thereof. 


(b) In the case of paragraph (A) of Section 19(b)(3), 
designate that the proposed rule change: 


(i) is a stated policy, practice, or interpretation with 
respect to the meaning, administration, or 
enforcement of an existing rule, 


(ii) establishes or changes a due, fee, or other 
charge, 


(iii) is concerned solely with administration of the 
self-regulatory organization, or 


(iv) effects a change in an existing service of a 
registered clearing agency that (A) does not 
adversely affect the safeguarding of securities or 
funds in the custody or control of the clearing agency 
or for which it is responsible and (B) does not 
significantly affect the respective rights or 
obligations of the clearing agency or persons using 
the service, 


and set forth the basis on which such designation is 
made. 


(c) In the case of paragraph (B) of Section 19(b)(3), 
set forth the basis upon which the Commission 


should, in the view of the self-regulatory 
organization, determine that the protection of 
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investors, the maintenance of fair and orderly 
markets, or the safeguarding of securities and funds 
requires that the proposed rule change should be 
put into effect summarily by the Commission. 


NOTE. The Commission has the power under 
Section 19(b)(3)(C) of the Act to abrogate 
summarily within sixty days of its filing any proposed 
rule change which has taken effect upon filing 
pursuant to Section 19(b)(3)(A) of the Act or was put 
into effect summarily by the Commission pursuant 
to Section 19(b)(3)(B) of the Act. In exercising its 
summary power under Section 19(b)(3)(B), the 
Commission is required to make one of the findings 
described above but may not have a full opportunity 
to make a determination that the proposed rule 
change otherwise is consistent with the 
requirements of the Act and the rules and 
regulations thereunder. The Commission will 
generally exercise its Summary power under 
Section 19(b)(3)(B) on condition that the proposed 
rule change to be declared effective summarily shall 
also be subject to the procedures of Section 19(b)(2) 
of the Act. Accordingly, in most cases, a summary 
order under Section 19(b)(3)(B) shall be effective 
only until such time as the Commission shall enter 
an order, pursuant to Section 19(b)(2)(A) of the Act, 
to approve such proposed rule change or, depending 
on the circumstances, until such time as the 
Commission shall institute proceedings to 
determine whether to disapprove such proposed 
rule change or, alternatively, such time as the 
Commission shall, at the conclusion of such 
proceedings, enter an order, pursuant to Section 
19(b)(2)(B), approving or disapproving such 
proposed rule change. 


(d) If accelerated effectiveness pursuant to Section 
19(b)(2) is requested, provide a statement 
explaining why there is good cause for the 
Commission to accelerate effectiveness. 


8. Proposed Rule Change Based on Rules of Another 
Self-Regulatory Organization or of the Commission 


State whether the proposed rule change is based on 
a rule either of another self-regulatory organization 
or of the Commission, and, if so, identify the rule and 
explain any differences between the proposed rule 
change and that rule, as the filing self-regulatory 
organization understands it. In explaining any such 
differences, give particular attention to differences 
between the conduct required to comply with the 
proposed rule change and that required to comply 
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with the other rule. 


9. Exhibits 


List of exhibits to be filed, in the quantities specified 
in Instructions D and F: 


1. Complete Notice of Proposed Rule Change for 
publication in the Federal Register. Amendments to 
Exhibit 1 should be filed in accordance with 
Instruction D. 


2. (a) Copies of notices issued by the self-regula- 
tory organization soliciting comment on the 
proposed rule change and copies of all written 
comments on the proposed rule change received by 
the self-regulatory organization (whether or not 
comments were solicited), presented in 
alphabetical order, together with an alphabetical 
listing of such comments. 


(b) Any transcript of comments on the proposed rule 
change made at any public meeting or, if a transcript 
is not available, a summary of comments on the 
proposed rule change made at such meeting. 


(c) If after the proposed rule change is filed but 
before the Commission takes final action on it, the 
self-regulatory organization prepares or receives any 
correspondence or other communications reduced 
to writing (including comment letters) to and from 
such self-regulatory organization concerning the 
proposed rule change, copies of the 
communications shall be filed in accordance with 
Instruction F. 


3. Current copies of any form, report, or question- 
naire covered by the last sentence of Item 1(a). 


4. For amendments to a filing, marked copies, if 
required by Instruction D, of the text of the proposed 
rule change as amended. 


SIGNATURES 


Pursuant to the requirements of the Securities 
Exchange Act of 1934, the self-regulatory 
organization has duly caused this filing to be signed 
on its behalf by the undersigned thereunto duly 
authorized. 





(Self-Regulatory Organization) 


By: 





(Signature)* 


*Print name and title of signer below signature. 
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Exhibit 1 
SECURITIES AND EXCHANGE COMMISSION 
(Release No. 34- ; File No. SR- 
SELF-REGULATORY ORGANIZATIONS 
Proposed Rule Change By 
(Name of Self-Regulatory Organization) 


Relating to (brief description of subject matter of 
proposed rule change) 


Comments requested within (*) days after the date 
of this publication 





General Instructions 
A. Format Requirements 


Leave a 1 inch margin at the top, bottom, and right 
hand side, and a 1% inch margin at the left hand 
3ide. Number all pages consecutively. Double space 
all primary text and single space lists of items, 
quoted material when set apart from primary text, 
footnotes, and notes to tables. 


B. Need for Careful Preparation of the Notice 


The self-regulatory organization must provide all 
information required in the notice and present it ina 
clear and comprehensible manner. It is the 
responsibility of the self-regulatory organization to 
prepare Items |, Il, and Ill of the notice. The 
Commission cautions self-regulatory organizations 
to pay particular attention to assure that the notice 
accurately reflects the information provided in the 
Form 19b-4 it accompanies. Any filing that does not 
comply with the requirements of Form 19b-4, 
including the requirements applicable to the notice, 
may, at any time before the Commission issues a 
notice of filing, be returned to the self-regulatory 
organization. Any document so returned shall for all 
purposes be deemed not to have been filed with the 
Commission. See Instruction B to Form 19b-4. 





*To be completed by the Commission. 
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Pursuant to Section 19(b)(1) of the Securities 
Exchange Act of 1934, 15 U.S.C. 78s(b)(1), notice is 
hereby given that on (date*), the (name of self- 
regulatory organization) filed with the Securities and 
Exchange Commission the proposed rule change as 
described in Items I, Il, and III below, which Items 
have been prepared by the self-regulatory 
organization. The Commissionis publishing this 
notice to solicit comments on the proposed rule 
change from interested persons. 


(Information to be Included in the Completed 
Notice) 


|. Self-Regulatory Organization’s Statement of the 
Terms of Substance of the Proposed Rule Change 


(Supply a brief statement of the terms of substance 
of the proposed rule change. If the proposed rule 
change is relatively brief, a separate statement need 
not be prepared, and the text of the proposed rule 
change may be inserted in lieu of the statement of 
the terms of substance. If the proposed rule change 
amends an existing rule, indicate changes inthe rule 
by brackets for words to be deleted and italics for 
words to be added.) 


Il. Self-Regulatory Organization’s Statement of the 
Purpose of, and Statutory Basis for, the Proposed 
Rule Change 


In its filing with the Commission, the self-regulatory 
organization included statements concerning the 
purpose of and basis for the proposed rule change 
and discussed any comments it received on the 
proposed rule change. The text of these statements 
may be examined at the places specified in Item IV 
below. The self-regulatory organization has 
prepared summaries, set forth in sections (A), (B), 
and (C) below, of the most significant aspects of 
such statements. (Reproduce the headings, and 
summarize briefly the most significant aspects of 
the responses, to Items 3, 4, and 5 of Form 19b-4, 
redesignating them as (A), (B), and (C), 
respectively.) 





*To be completed by the Commission. This date will 
be the date on which the Commission receives the 
proposed rule change filing if the filing complies with 
all requirements of this form. See Instruction B to 
Form 19b-4. 
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lll. Date of Effectiveness of the Proposed Rule 
Change and Timing for Commission Action 


(If the proposed rule change is to be considered by 
the Commission pursuant to Section 19(b)(2), the 
following paragraph should be used.) 


Within 35 days of the date of publication of this 
notice in the Federal Register or within such longer 
period (i) as the Commission may designate up to 90 
days of such date if it finds such longer period to be 
appropriate and publishes its reasons for so finding 
or (ii) as to which the self-regulatory organization 
consents, the Commission will: 


(A) by order approve such proposed rule change, or 


(B) institute proceedings to determine whether the 
proposed rule change should be disapproved. 


(If the proposed rule change is to take, or to be put 
into, effective pursuant to Section 19(b)(3) and 
subparagraph (e) of Rule 19b-4, the following 
paragraph should be used.) 


The foregoing rule change has become effective 
pursuant to Section 19(b)(3) of the Securities 
Exchange Act of 1934 and subparagraph (e) of 
Securities Exchange Act Rule 19b-4. At any time 
within 60 days of the filing of such proposed rule 
change, the Commission may summarily abrogate 
such rule change if it appears to the Commission 
that such action is necessary or appropriate in the 
public interest, for the protection of investors, or 
otherwise in furtherance of the purposes of the 
Securities Exchange Act of 1934. 


IV. Solicitation of Comments 


Interested persons are invited to submit written 
data, views and arguments concerning the 
foregoing. Persons making written submissions 
should file six copies thereof with the Secretary, 
Securities and Exchange Commission, 500 North 
Capitol Street, Washington, D.C. 20549. Copies of 
the submission, all subsequent amendments, all 
written statements with respect to the proposed rule 
change that are filed with the Commission, and all 
written communications relating to the proposed 
rule change between the Commission and any 
person, other than those that may be withheld from 
the public in accordance with the provisions of 5 
U.S.C. 552, will be available for inspection and 
copying in the Commission’s Public Reference 
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Section, 1100 L Street, N.W., Washington, D.C. Copies 
of such filing will also be available for inspection anc 
copying at the principal office of the above- 
mentioned self-regulatory organization. All 
submissions should refer to the file number in the 
caption above and should be submitted within (*) 
days after the date of this publication. 


For the Commission by the Division of Market 
Regulation, pursuant to delegated authority. 


Secretary. 


Dated: (*) 


SECURITIES EXCHANGE ACT OF 1934 
Release No. 17259/October 30, 1980 


FILINGS BY SELF-REGULATORY ORGANIZATIONS 
OF PROPOSED RULE CHANGES AND OTHER 
MATERIALS WITH THE COMMISSION 


ACTION: Withdrawal of a proposed rule and 
withdrawal of proposed amendments to a rule anda 
related form. 


SUMMARY: The Commission is announcing certain 
changes applicable to the filing by self-regulatory 
organizations of proposed rule changes and other 


materials. Specifically, the Commission is 
announcing (i) withdrawal of a proposed rule that 
would have defined the term “rule” of a self- 
regulatory organization and (ii) withdrawal of 
proposed amendments to a rule and related form 
that would have provided summary effectiveness for 
certain proposed rule changes of a self-regulatory 
organization circulated, for pre-filing review, to the 
Commission and to persons who would be subject to 
the rules. 


EFFECTIVE DATE: Upon publication in the Federal 
Register. 


FOR FURTHER INFORMATION CONTACT: Susan 
Davis, Esq., (202) 272-2846 or Jeffrey Jordan, Esq., 
(202) 272-2847, Division of Market Regulation, 
Securities and Exchange Commission, Washington, 
D.C. 20549. 





*To be completed by the Commission. 
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SUPPLEMENTARY INFORMATION: In a companion 
release issued today,! the Securities and Exchange 
Commission is announcing certain actions designed 
to facilitate review of proposed rule changes of self- 
regulatory organizations under Section 19(b)? of the 
Securities Exchange Act of 1934 (the “Act”).3 As part 
of those actions, the Commission is withdrawing 
certain proposals made earlier’ relating to these 
matters. Specifically, for the reasons explained in 
the companion release, the Commission is 
announcing the following actions: 


(1) Withdrawal of proposed Rule 3b-7, which would 
have defined the term “rule” of a self-regulatory 
organization for purposes of Sections 3(a)(27) and 
3(a)(28) of the Act. 


(2) Withdrawal of proposed amendments to Rule 
19b-4 and related Form 19b-4A that would have 
provided summary effectiveness for certain 
proposed rule changes of a self-regulatory 
organization circulated, for pre-filing review, to the 
Commission and to persons who would be subject to 
the rules. 


Further explanation of the above actions, and of 
other actions being taken concerning filings of 
proposed rule changes and other materials, is 
provided in the companion release issued today. 


By the Commission. 


George A. Fitzsimmons 
Secretary 








ISecurities Exchange Act Release No. 17258 
(October 30, 1980). 


215 U.S.C. 78s(b). 
315 U.S.C. 78a et seq. 


‘Securities Exchange Act Release No. 15838 (May 
18, 1979), 44 FR 30924 (May 29, 1979). 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 17260/October 30, 1980 


A notice has been issued giving interested persons 
until November 21, 1980 to comment on the 
applications of the Philadelphia Stock Exchange, 
Inc. for unlisted trading privileges in three stocks 
which are listed and registered on one or more other 
national securities exchanges and are reported on 
the consolidated transaction reporting system. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17261/October 30, 1980 


An order has been issued granting the application of 
the New York Stock Exchange, Inc. to strike the 
Cumulative Preferred Stock, Series A ($4) of ITT 
CONSUMER SERVICES CORPORATION from listing 
and registration thereon. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17262/October 30, 1980 


An order has been issued granting the application of 
the New York Stock Exchange, Inc. to strike the 
common stock ($2 par value) and Series H 
Convertible Preferred Stock ($2.75 Annual 
Dividend) of KOEHRING COMPANY from listing and 
registration thereon. 
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PUBLIC UTILITY HOLDING 
COMPANY ACT OF 1935 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 21760/October 27, 1980 


In the Matter of 


NEW ENGLAND POWER COMPANY 
NEW ENGLAND ELECTRIC SYSTEM 
Westborough, Massachusetts 


(70-6500) 


ORDER AUTHORIZING PROPOSED CAPITAL CON- 
TRIBUTION BY HOLDING COMPANY TO SUB- 
SIDIARY 


New England Electric System (“NEES”), a registered 
holding company, and its electric utility subsidiary 
company, New England Power Company (“NEPCO”) 
have filed with this Commission an application- 
declaration pursuant to Sections 9(a), 10 and 12 of 
the Public Utility Holding Company Act of 1935 


(“Act”) and Rules 42(a) and 45 promulgated 
thereunder concerning the following proposed 
transaction. 


NEES proposes to make a capital contribution to 
NEPCO of $20,000,000. NEPCO will use such 
contribution to repay a like amount of its short-term 
promissory notes issued to pay for capitalizable 
expenditures or to reimburse the treasury therefor. It 
is expected that such short-term promissory notes 
will aggregate approximately $90,000,000 at the 
time of the proposed capital contribution. 


The fees and expenses to be incurred in connection 
with the proposed transaction are estimated at 
$2,500, including $500 of incidental services to be 
performed, at cost, by New England Power Service 
Company, an affiliate of NEES. It is stated that no 
state commission and no federal commission, other 
than this Commission, has jurisdiction over the 
proposed transaction. 


Due notice of the filing of said application-declara- 
tion has been given inthe manner prescribed in Rule 
23 promulgated under the Act (HCAR No. 21728), 
and no hearing has been requested of or ordered by 
the Commission. Upon the basis of the facts in the 
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record, it is hereby found that the applicablr 
standards of the Act and the rules thereunder are 
satisfied and that no adverse findings are necessary; 
and that it is appropriate in the public interest and in 
the interest of investors and consumers that the 
application-declaration, be granted and permitted to 
become effective: 


IT IS QRDERED, pursuant to the applicable 
provisions of the Act and rules thereunder, that said 
application-declaration, be, and it hereby is, granted 
and permitted to become effective forthwith, subject 
to the terms and conditions prescribed in Rule 24 
promulgated under the Act. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 21761/October 28, 1980 


In the Matter of 


NEW ENGLAND ELECTRIC SYSTEM 
NEW ENGLAND ENERGY INCORPORATED 
Westborough, Massachusetts 


(70-6260) 


ORDER AUTHORIZING INCREASE IN BANK LOANS 
TO FINANCE FUEL SUBSIDIARY IN 1980 AND 
RESERVING JURISDICTION WITH RESPECT TO 
PROPOSED INCREASE FOR 1981 


New England Electric System (“NEES”), a registered 
holding company, and New England Energy 
Incorporated (“NEEI”), a fuel subsidiary of NEES, 
have filed with this Commission post-effective 
amendments to their application-declaration 
previously filed and amended in this matter 
pursuant to Sections 6(a), 7, 9(a), 10, 12(b) and 
12(d) of the Public Utility Holding Company Act of 
1935 (“Act”) and Rules 43, 50(a)(2) and 50(a)(3) 
promulgated thereunder concerning the following 
proposed transaction. 


In a series of prior orders in other proceedings dated 
October 30, 1974, June 18, 1976, July 19, 1978, 
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December 28, 1979, and August 7, 1980 (HCAR 
Nos. 18635, 19580, 20632, 21365 and 21673), 
applicants-declarants were authorized, among other 
things, to do the following: (1) NEES was authorized 
to organize NEEI and acquire its capital stock; (2) 
NEE! was authorized to enter into a partnership 
agreement with Samedan Oil Corporation 
(“Samedan”), to explore for oil and gas, and an 
amendment thereto, said partnership currently 
extending through December 31, 1984; (3) NEES 
was authorized to invest in NEEI in the form of 
common stock and subordinated debt up to 
$45,000,000 through December 31, 1988; and (4) 
NEEI was authorized to make sales of fuel oil to New 
England Power Company (“NEP”), an _ affiliate, 
pursuant to a fuel purchase contract, on certain 
terms and conditions, including a full cost pool 
concerning its oil and gas properties. In the order of 
August 7, 1980 (HCAR No. 21673), NEEI was 
authorized to invest up to $60,000,000 in the 
Samedan partnership during the 1980 calendar 
year. 


By prior order issued in this proceeding dated July 
25, 1979 (HCAR No. 21558), NEEI was authorized to 
enter into an agreement (“Loan Agreement”) with 
the Bank of Montreal and the National Bank of North 


America (the “Banks”) for an $80,000,000 revolving 
credit loan, up to $40,000,000 of such amount to be 
made available in 1979, $60,000,000 in 1980, and 


$80,000,000 in 1981. Upon termination the 
revolving credit loan will become a term loan. Under 
the Loan Agreement the revolving credit period runs 
from January 1, 1979, through December 31, 1981, 
and may, at NEEI’s option, be extended for two 
additional years. The Banks will make a term loan to 
NEE] upon termination of the revolving credit period 
in the amount of the revolving credit balance 
outstanding on the termination date, such loan to be 
for a maximum of five years and to require equal 
quarterly payments amortizing the principal. The 
loan bears interest during the revolving credit period 
at a rate per annum of 3/4 of 1% over the Bank of 
Montreal’s United States prime rate, or 7/8 of 1% 
over the London Interbank Offered Rate (“LIBOR”) 
for 30, 60, 90 or 180-day United States dollar 
deposits, at NEEI’s option. The loan bears interest 
during its term loan period at a rate per annum of 
7/8 of 1% over the Bank of Montreal’s United States 
prime rate, or 1% over LIBOR for 30, 60, 90 or 180- 
day United States dollar deposits, at NEEI’s option. 
There is a commitment fee on the unused available 
portion of the loan commitment of 1/4 of 1% per 
year (on that year’s committed amount) during the 
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revolving credit period and 3/8 of 1% per year during 
any extension of that period. Interest and the 
commitment fee are payable quarterly. The loan is 
prepayable without penalty, and the commitment 
amount may be reduced in whole or in part without 
penalty. 


Under the Loan Agreement NEEI is required to 
maintain a ratio of not more than 70 to 30 with 
respect to (i) debt outstanding under the Loan 
Agreement and (ii) subordinated debt payable to 
NEES and stockholder’s equity (excluding any 
deferred taxes). The latter amount is presently 
limited to $45,000,000 (HCAR No. 21158, July 25, 
1979), so debt outstanding under the Loan 
Agreement, without regard to the present maximum 
committed amounts, is limited to $105,000,000. 
The Loan Agreement also (1) requires NEEI to 
prepay the loan to the extent it receives proceeds 
from any long-term financing secured by any of its oil 
and gas properties including in the full cost pool, (2) 
limits modifications which may be made to the fuel 
purchase contract between NEE! and NEP, (3) 
required NEEI to assign to the Bank of Montreal its 
rights under the fuel purchase contract. 


By post-effective amendment in this proceeding 
NEE! requests authorization to enter into an 
amendment (‘‘Amendment’) to the Loan 
Agreement, which amendment would (1) accelerate 
the $80,000,000 commitment of the Banks from 
1981 to the effective date of a Commission order 
authorizing NEEI’s entering into the Amendment, 
and (2) increase the Banks’ commitment for 1981 to 
$105,000,000. It is stated that NEEI’s borrowings 
under the Loan Agreement were $52,000,000 as of 
August 31, 1980, and that NEEI estimates it will 
require an additional $24,000,000 of borrowings 
during 1980 to finance its expenditures in the 
Samedan partnership. Only $8,000,000 of 
additional borrowings are available from the present 
committed amount under the Loan Agreement for 
1980, leaving a shortfall of $16,000,000. In addition, 
NEEI is seeking, in another filing, to enter into a 
separate partnership agreement with Dorchester 
Exploration Incorporated to explore for oil and gas, 
which could require investment by NEEI in 1980 of 
up to $15,000,000. It is NEEI’s belief that entering 
into the Amendment would provide for bank 
borrowings adequate to finance NEEI’s needs for the 
remainder of 1980, including investment in the 
Dorchester partnership if it should be authorized. It 
is further stated that an increase in the Banks’ 
commitment to $105,000,000 for 1981 is needed in 
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order to meet, in part, NEEI’s capital requirements 
for 1981, presently estimated at $100,000,000. 
Authorization concerning the remainder of NEEI’s 
1981 financing requirements will be the subject of a 
further filing with this Commission. 


NEE! claims exemption from the competitive 
bidding requirements of Rule 50 for the issuance of 
its notes to the Banks pursuant to Rule 50(a)(2). 


The fees and expenses to be incurred in connection 
with the proposed transaction are estimated at 
$7,500. No state commission and no federal 
commission, other than this Commission, has 
jurisdiction over the proposed transaction. 


Due notice of the filing of said post-effective 
amendment to the application-declaration has been 
given in the manner prescribed in Rule 23 
promulgated under the Act (HCAR No. 21731), and 
no hearing has been requested of or ordered by the 
Commission. Upon the basis of the facts in the 
record, it is hereby found that the applicable 
standards of the Act and the rules thereunder are 
satisfied and that no adverse findings are necessary; 
and that it is appropriate in the public interest and in 
the interest of investors and consumers that said 
application-declaration, as amended, be granted 
and permitted to become effective in part: 


IT IS ORDERED, pursuant to the applicable 
provisions of the Act and rules thereunder, that NEEI 
be, and it hereby is, authorized forthwith to enter into 
the Amendment to the Loan Agreement, and to 
increase its loans thereunder in calendar 1980 from 
$60,000,000 to $80,000,000. 


IT IS FURTHER ORDERED that jurisdiction be, and 
hereby is, reserved with respect to any increase in 
NEEI’s borrowings under the Loan Agreement 
beyond $80,000,000, which increased borrowings 


shall not be made without further order of this 
Commission. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





374/SEC DOCKET 


PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 21762/October 28, 1980 


In the Matter of 


THE POTOMAC EDISON COMPANY 
Downsville Pike 
hagerstown, MD 21740 


(70-6504) 


NOTICE OF PROPOSAL TO ISSUE AND SELL 
PREFERRED STOCK AT COMPETITIVE BIDDING 


NOTICE IS HEREBY GIVEN that The Potomac Edison 
Company (“Potomac”), an electric utility subsidiary 
company of Allegheny Power System, Inc., a 
registered holding company, has filed a declaration 
with this Commission pursuant to the Public Utility 
Holding Company Act of 1935 (“Act”), designating 
Sections 6 and 7 of the Act and Rule 50 promulgated 
thereunder as applicable to the following proposed 
transaction. All interested persons are referred to 
the declaration, which is summarized below, for a 
complete statement of the proposed transaction. 


Potomac proposes to issue and sell an aggregate 
amount of its preferred stock (“Stock”) not to exceed 
$25 million in par value, in one or more series, each 
such series to have a par value of $100 per share. 
Potomac proposes to sell the Stock pursuant to 
competitive bidding unless market conditions, 
because of the size of any series or other conditions, 
make competitive bidding impractical or 
undesirable, in which event Potomac proposes, 
subject to authorization by the Commission by 
further order, to either privately place the Stock with 
institutional investors or to negotiate with 
underwriters for the sale of the Stock. 


Each series of the Stock will be redeemable at any 
time at the option of Potomac, except that prior to 
five years after the first day of the month in which the 
Stock is issued (or such other date as the 
Commission may authorize), each series of the 
Stock shall not be redeemable directly or indirectly 
with, or in anticipation of, monies borrowed or the 
proceeds of the sale of the Stock at a cost of money 
less than the cost of money in respect of such series. 
The annual dividend rate (which will be a multiple of 
$0.04) to be borne by each series and the price to be 
paid to Potomac (which shall not be less than 100% 
and no more than 102-3/4% of par), or, in the event 
Potomac determines that the price to it for the Stock 
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and the initial price to the public shall be 100% of 
par, the compensation per share to be paid to the 
underwriters will be determined by (1) competitive 
bidding, (2) by negotiations between Potomac and 
private investors, or (3) by negotiations with 
underwriters for the sale of such series. It is 
expected that the successful bidders or, in the event 
of a negotiated transaction the underwriters, will 
make a public offering of the Stock, unless the size of 
any series offered makes such public offering 
impracticable. 


Potomac states that under present market 
conditions for preferred stock it is difficult to 
determine what sinking fund provisions, if any, 
would result in the most advantageous terms and 
conditions for the sale of the Stock to Potomac. 
Potomac desires to have available sufficient 
flexibility to adjust such provisions to developments 
in the market for such securities, when and as they 
occur, in order to obtain the best possible price and 
dividend rate for the Stock. Similarly, it is difficult to 
determine what the most advantageous timing of the 
sale of the Stock would be. It is therefore proposed 
that Potomac will decide on the sinking fund 
provisions to be applicable to any series at a later 
time which may be before or after the date on which 
an invitation for bids, in the event of competitive 
bidding, is issued, or the date on which negotiations 
for a private placement or a negotiated sale to 
underwriters are commenced. If the Stock is sold in 
more than one series, no condition is to be contained 
in the purchase contract for one series of the Stock 
requiring the issuance and sale of any other series of 
the Stock. 


The proceeds from the sale of the Stock are expected 
to be used, together with other funds which may 
become available to Potomac, to pay or prepay to the 
extent desirable Potomac’s short-term debt, to 
finance its construction program and for other 
corporate purposes. 


On September 15, 1980, Potomac had $6 million of 
short-term debt outstanding. Potomac expects that 
approximately $31 million of such short-term debt 
will be outstanding as of the time the Stock is 
proposed to be issued and $31 million on December 
31, 1980 if the Stock has not been sold in December. 
Potomac’s gross construction expenditures for 1980 
are estimated to be $64 million and for 1981 and 
1982 to aggregate between $117 and $128 million. 


If for any reason (including market conditions) the 
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Stock or any series thereof is not sold on or about 
December 11, 1980, Potomac will so notify this 
Commission and will seek, subject to further order of 
this Commission, to sell the Stock on or before 
March 31, 1981. 


The fees and expenses to be incurred in connection 
with the proposed transaction will be filed by 
amendment. It is stated that the Public Service 
Commission of Maryland and the State Corporation 
Commission of Virginia must authorize the proposed 
transaction and that no other state commission or 
federal commission, other than this Commission, 
has jurisdiction over the proposed transaction. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than November 25, 1980, 
request in writing that a hearing be held on such 
matter, stating the nature of his interest, the reasons 
for such request, and the issues of fact or law raised 
by the filing which he desires to controvert; or he may 
request that he be notified if the Commission should 
order a hearing thereon. Any such request should be 
addressed: Secretary, Securities and Exchange 
Commission, Washington, D.C. 20549. A copy of 
such request should be served personally or by mail 
upon the declarant at the above stated address, and 
proof of service (by affidavit or, in case of an attorney 
at law, by certificate) should be filed with the 
request. At any time after said date, the declaration, 
as filed or as it may be amended, may be permitted 
to become effective as provided in Rule 23 of the 
General Rules and Regulations promulgated under 
the Act, or the Commission may grant exemption 
from such rules as provided in Rules 20(a) and 100 
thereof or take such other action as it may deem 
appropriate. Persons who request a hearing or 
advice as to whether a hearing is ordered will receive 
any notices or orders issued inthis matter, including 
the date of the hearing (if ordered) and any 
postponements thereof. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 21763/October 28, 1980 


In the Matter of 


NATIONAL FUEL GAS COMPANY 
New York, New York 


NATIONAL FUEL GAS SUPPLY CORPORATION 
Oil City, Pennsylvania 


NATIONAL FUEL GAS DISTRIBUTION 
CORPORATION 

NATIONAL GAS STORAGE CORPORATION 

SENECA RESOURCES CORPORATION 

Buffalo, New York 


(70-6441) 


ORDER AUTHORIZING ALLOCATION OF TAXES 
WITHIN A HOLDING’ COMPANY SYSTEM IN A 
MANNER DIFFERING FROM THAT PERMITTED BY 
RULE 45 


National Fuel Gas Company (‘National’), a 
registered holding company, and its four subsidiary 
companies, National Fuel Gas Supply Corporation, 
National Fuel Gas Distribution Corporation, National 
Gas Storage Corporation and Seneca Resources 
Corporation (“Seneca”) have filed a declaration and 
an amendment thereto with this Commission 
pursuant to Sections 12(b) and 12(f) of the Public 
Utility Holding Company Act of 1935 (“Act”) and 
Rule 45 promulgated thereunder regarding the 
proposed transaction. 


By order dated Apri! 17, 1963 (HCAR No. 14853) the 
Commission granted National authority to allocate 
the National Fuel Gas System’s consolidated federal 
income tax liabilities, after giving effect to 
investment tax credits allowed, ina manner differing 
from that permitted by Rule 45 under the Act. By 
order dated October 17, 1978 (HCAR No. 20733), 
the Commission granted National authorization to 
further modify its manner of allocating consolidated 
federal income tax liabilities among its subsidiaries 
for the years 1978 and 1979. National and its 
subsidiaries now request authority to allocate 
. consolidated tax liabilities for their 1980 and 1981 
fiscal years in the same manner as authorized by the 
Commission’s order dated October 17, 1978 (HCAR 
No. 20733). 


Seneca, National’s exploration and development 
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subsidiary, has incurred and is expected to continue 
to incur tax losses. During initial years, a large. 
portion of the related expenses for gas exploration 
and development, such as intangible drilling and 
development costs and the abandonment of certain 
leasehold interests, although capitalized on 
Seneca’s books, are deducted as current expenses 
for federal income tax purposes. These deductions 
produce tax losses which consequently result in 
savings to the system by decreasing the system’s 
consolidated tax liability. However, under the tax 
allocation method set out in Rule 45(b) of the Act, 
the benefit of such current reductions are allocated 
to subsidiaries in the system other than Seneca, 
whose tax losses decrease the tax liability of the 
system. This allocation would make unavailable to 
Seneca the tax benefits which might otherwise be 
utilized in furtherance of its efforts to develop 
additional gas reserves which may be needed in the 
future to supplement the System’s supplies. 


It is stated that the proposed method of tax allocation 
will enable Seneca to utilize the tax losses sustained 
in the initial years of its exploration and development 
program as a source of funds for future exploration 
and development of gas reserves. By utilizing the tax 
allocation procedure authorized by the 
Commission’s previous orders, Seneca received 
benefits of $2,088,575 during the 1978 fiscal year, 
and $3,688,302 during the 1979 fiscal year. These 
benefits resulted from tax losses sustained and 
investment tax credits generated by Seneca’s 
exploration and development program. It is stated 
that expenditures for exploration and development 
normally exceed revenues from newly discovered 
reserves for a period of several years and that, as a 
result, it is uncertain when Seneca will be in a 
profitable tax position. 


National proposes to calculate the system’s tax 
liability to be reported on its consolidated tax return 
for its 1980 and 1981 fiscal years in the usual 
manner, but, for purposes of allocating liability 
among individual! subsidiaries in the system, will add 
back the reduction in such tax liability generated by 
Seneca’s tax loss during each year. This combined 
amount (adjusted consolidated tax liability) will then 
be allocated among the system companies which 
are not in a tax loss position in accordance with the 
procedure specified in Rule 45. The other 
subsidiaries will then make payments to National of 
their allocated share of the adjusted consolidated 
tax liability. 
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National, in turn, will pay to Seneca the cash 
equivalent of the differences between the actual 
consolidated tax liability of the system and the 
aggregate amounts received by National from its 
other subsidiaries. In no event will the tax allocated 
to any subsidiary exceed the amount of tax based 
upon a separate return computed as if each 
subsidiary had always filed its tax return on a 
separate return basis. 


Expenditures for Seneca’s exploration and develop- 
ment program are presently estimated at 
$17,000,000 for fiscal 1980. Based on this budgeted 
amount, it is estimated that Seneca will have a net 
tax loss of $10,120,000 for the 1980 fiscal year. The 
proposed transaction will allow Seneca to continue 
to receive the benefit of its tax losses during 1980 
and 1981, and enable it to sustain the level of 
expenditures necessary to find and develop gas 
reserves. In future years, when Seneca has taxable 
income, it may be entitled to tax credits as a result of 
the net operating loss carryback or carryover 
provisions of the Internal Revenue Code (“Code”) in 
order to comply with the separate return limitation 
provisions of the Code and Rule 45 of the Act. To the 
extent that Seneca receives tax benefits pursuant to 
the proposed transaction, such benefits would be 
applied to reduce any tax credits in future years to 
which Seneca might otherwise become entitled 
under the aforementioned separate return limitation 
provisions. 


The fees, commissions and expenses to be incurred 
in connection with the proposed transaction are 
estimated at $2,930. It is stated that no state or 
federal regulatory authority, other than this 
Commission, has jurisdiction over the proposed 
transaction. 


Due notice of the filing of said declaration has been 
given in the manner prescribed in Rule 23 
promulgated under the Act (HCAR No. 21736), and 
no hearing has been requested of or ordered by the 
Commission. Upon the basis of the facts in the 
record, it is hereby found that the applicable 
standards of the Act and the rules thereunder are 
satisfied and that no adverse findings are necessary; 
and that it is appropriate in the public interest and in 
the interest of investors and consumers that said 
declaration, as amended, be permitted to become 
effective: 


IT IS ORDERED, pursuant to the applicable 
standards of the Act and rules thereunder, that said 
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declaration, as amended, be, and it hereby is, 
permitted to become effective forthwith, subject to 
the terms and conditions prescribed in Rule 24 
promulgated under the Act, except that the time for 
filing the certification thereunder with respect to the 
proposed transactions is extended so as to allow 
filing on a semi-annual basis. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 21764/October 29, 1980 


In the Matter of 


NATIONAL FUEL GAS COMPANY 
New York, New York 


NATIONAL FUEL GAS DISTRIBUTION 
CORPORATION 
Buffalo, New York 


NATIONAL FUEL GAS SUPPLY CORPORATION 
Oil City, Pennsylvania 


(70-6395) 


SUPPLEMENTAL ORDER AUTHORIZING ISSUANCE 
AND SALE OF COMMERCIAL PAPER AND NOTES TO 
BANKS BY HOLDING COMPANY AND RELATED 
LOANS TO SUBSIDIARY COMPANY 


National Fuel Gas Company (“National”), a 
registered holding company, has filed with this 
Commission a post-effective amendment to the 
application-declaration in this proceeding pursuant 
to Sections 6(a), 7, 9(a), and 10 of the Public Utility 
Holding Company Act of 1935 (“Act”) regarding the 
following proposed transactions. 


By order in this proceeding dated January 21, 1980 
(HCAR No. 21402) the Commission authorized 
National to issue and sell from time to time during 
the period from January 21, 1980, through 
December 31, 1980, up to $30,000,000 aggregate 
principal amount at any one time outstanding of its 
short-term unsecured notes to The Chase 
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Manhattan Bank, N.A. (“Chase”) and to loan the 
proceeds therefrom to National Fuel Gas 
Distribution Corporation (‘Distribution 
Corporation’) (‘‘TRANSACTION A’’). The 
Commission also authorized National to issue and 
sell from time to time during the same period up to 
$20,000,000 aggregate principal amount at any one 
time outstanding of its commercial paper and/or 
short-term unsecured notes to Chase and to loan the 
proceeds to Distribution Corporation 
(“TRANSACTION B’”). 


In addition, National was authorized to establish 
lines of credit with various banks aggregating 
$50,000,000 and to issue and sell from time to time 
short-term unsecured notes and loan the proceeds 
to National Fuel Gas Supply Corporation (“Supply 
Corporation”) (“TRANSACTION C’”). Supply 
Corporation uses the funds for working capital and to 
purchase gas placed in storage during the summer 
months. 


In order to take advantage of more favorable 
commercial paper borrowing rates, National has 
filed a post-effective amendment to seek authoriza- 
tion to make the following changes in their proposals 
outlined as TRANSACTION A and TRANSACTION B 
in the original application-declaration: 


TRANSACTION A: National now proposes to issue 
and sell from time to time through December 31, 
1980, up to $10,000,000 aggregate principal 
amount at any one time outstanding of its short-term 
unsecured notes to Chase and to loan the proceeds 
therefrom to Distribution Corporation. 


The short-term unsecured notes issued to Chase will 
be dated as of the date of issue, will mature not later 
than twelve months from the date thereof, will be 
prepayable at any time without premium, and will 
bear interest based on the Chase prime rate as it 
fluctuates from time to time. Interest will be payable 
quarterly until the principal amount is paid in full. 
National has informally agreed with Chase to 
maintain average balances of 20% of the average 
loans outstanding; however, the average balances 
maintained for normal operating needs are 
sufficient to cover these amounts. Assuming an 
average balance of 20% was required, the effective 
cost of money, based on a 12.25% prime rate, would 
be 15.3125%. There will be no commitment fee or 
any closing or related cost in connection with the 
above borrowings. 
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National proposes to exchange the proceeds from 
the sale of its short-term notes for up to $10,000,000 ’ 
aggregate principal amount at any one time* 
outstanding of short-term unsecured notes from 
Distribution Corporation on the same terms and 
conditions as provided in the original application- 
declaration. National tentatively proposes to repay 
the $10,000,000 through monies received from 
Distribution Corporation, from bank loans, or from 
the sale of long-term securities. 


TRANSACTION B: National now proposes to issue 
and sell from time to time through December 31, 
1980, up to $40,000,000 aggregate principal 
amount at any one time outstanding of its 
commercial paper to A. G. Becker & Co., 
Incorporated (‘‘Dealer’’) and/or short-term 
unsecured notes to Chase and to loan the proceeds 
to Distribution Corporation. 


The decision to issue commercial paper or short- 
term notes is at the discretion of National, except 
that, if the effective cost for commercial paper 
exceeds the cost of equivalent borrowings from 
Chase on the date of issue, National will issue its 
short-term unsecured notes to Chase. The 
commercial paper will be sold by National to the 
Dealer on the same terms and conditions as 
provided in the original application-declaration. 


National proposes to exchange the proceeds from 
the sale of its short-term notes and/or commercial 
paper for up to $40,000,000 aggregate principal 
amount at any one time outstanding of short-term 
unsecured notes from Distribution Corporation on 
the same terms and conditions as provided in the 
original application-declaration. National tentatively 
proposes to repay the $40,000,000 through monies 
received from Distribution Corporation, from bank 
loans, or from the sale of long-term securities. 


It is stated that all of the other terms and conditions 
in the order dated January 21, 1980, will remain the 
same. 


No state or federal commission, other than this 
Commission, has jurisdiction over the proposed 
transactions. 


Due notice of the filing of said post-effective 
amendment to the application-declaration has been 


given in the manner prescribed in Rule 23 
promulgated under the Act (HCAR No. 21735), and 
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no hearing has been requested of or ordered by the 
Commission. Upon the basis of the facts in the 
record, it is hereby found that the applicable 
standards of the Act and the rules thereunder are 
satisfied and that no adverse findings are necessary; 
and that it is appropriate in the public interest and in 
the interest of investors and consumers that said 
application-declaration, as amended by said post- 
effective amendment, be granted and permitted to 
become effective: 


IT IS ORDERED, pursuant to the applicable 
provisions of the Act and rules thereunder, that said 
application-declaration, as amended by said post- 
effective amendment, be, and it hereby is, granted 
and permitted to become effective forthwith, subject 
to the terms and conditions prescribed in Rule 24 
promulgated under the Act. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 21765/October 29, 1980 


In the Matter of 


THE COLUMBIA GAS SYSTEM, INC. 
20 Montchanin Road 
Wilmington, Delaware 19807 


(70-6506) 


NOTICE OF PROPOSAL TO ISSUE AND SELL 
DEBENTURES AT COMPETITIVE BIDDING 


NOTICE IS HEREBY GIVEN that The Columbia Gas 
System, Inc. (“Columbia”), a registered holding 
company, has filed a declaration with this 
Commission pursuant to the Public Utility Holding 
Company Act of 1935 (“Act”), designating Sections 
6 and 7 of the Act and Rule 50 promulgated 
thereunder as applicable to the following proposed 
transaction. All interested persons are referred to 
the declaration, which is summarized below, for a 
complete statement of the proposed transaction. 


Columbia proposes to issue and sell, subject to the 
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competitive bidding requirements of Rule 50 under 
the Act, $100,000,000 principal amount of % 
Debentures, Series Due December, 2000 (New 
Debentures). The interest rate is to be specified in 
the bids for the purchase of the New Debentures. 
The New Debentures will be issued under a Twenty- 
ninth Supplemental Indenture to the 1961 
Indenture between Columbia and Morgan Guaranty 
Trust Company of New York, Trustee. The proposed 
Twenty-ninth Supplemental Indenture is to be dated 
as of December 1, 1980. 


It is contemplated that the formula for the 
calculation of the regular redemption prices of the 
New Debentures will provide that the regular 
redemption price for the twelve-month period 
commencing December 1, 1980 will be the initial 
public offering price of the New Debentures 
(exclusive of accrued interest) plus a premium 
equal to the interest rate of the New Debentures. For 
each twelve month period thereafter, the regular 
redemption price shall be scaled down by 1/19th of 
the amount by which the regular redemption price 
for the twelve-month period commencing December 
1, 1980 exceeds the principal amount of the New 
Debentures, except that on and after December 1, 
1999 the regular redemption price shall be the 
principal amount of the New Debentures, without 
premium. In instances where the regular 
redemption prices would be applicable, Columbia 
shall not have the right to redeem any of the New 
Debentures prior to December 1, 1985 directly or 
indirectly, with borrowed funds, or in anticipation of 
funds to be borrowed, having an effective annual 
interest cost to Columbia of less than the effective 
annual interest cost to Columbia of the New 
Debentures. 


A mandatory sinking fund for the New Debentures 
will be provided to retire $93,750,000 principal 
amount (representing 93.75%) prior to maturity 
through annual retirements of $6,250,000 principal 
amount beginning in 1985. In addition to such 
mandatory sinking fund obligation, Columbia shail 
have the non-cumulative option to redeem on any 
sinking fund date, at the then current sinking fund 
redemption price, up to an additional $9,375,000 
principal amount of the New Debentures, but no 
redemption made pursuant to such option shall 
reduce any sinking fund requirement. 


It is stated that the net proceeds from the sale of the 


New Debentures will be used for genera! corporate 
purposes including the 1980 capital expenditure 
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program of Columbia’s subsidiaries, which is 
presently estimated at $450,000,000. Of the total 
program, approximately $240,000,000 is 
associated with additions and improvements 
necessary for the system to receive, transport, store 
and distribute quantities of gas from established 
sources in connection with the requirements of the 
system's customers. The remaining $210,000,000 
involves primarily projects for improving the 
system’s gas supply. From time to time, Columbia 
has cash in excess of its requirements for short 
periods. It is anticipated that such will be the case in 
1980 following the issuance of the New Debentures. 
During such periods, it is Columbia’s practice to 
invest such cash in high quality short-term debt 
securities. 


It is further stated that no state commission and no 
federal commission, other than this Commission, 
has jurisdiction over the proposed transaction. A 
statement of the fees, commissions, and expenses 
related to the proposed transaction is to be filed by 
amendment. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than November 25, 1980, 
request in writing that a hearing be held on such 
matter, stating the nature of his interest, the reasons 
for such request, and the issues of fact or law raised 
by the filing which he desires to controvert; or he may 
request that he be notified if the Commission should 
order a hearing thereon. Any such request should be 
addressed: Secretary, Securities and Exchange 
Commission, Washington, D.C. 20549. A copy of 
such request should be served personally or by mail 
upon the declarant at the above-stated address, and 
proof of service (by affidavit or, in case of an attorney 
at law, by certificate) should be filed with the 
request. At any time after said date, the declaration, 
as filed or as it may be amended, may be permitted 
to become effective as provided in Rule 23 of the 
General Rules and Regulations promulgated under 
the Act, or the Commission may grant exemption 
from such rules as provided in Rules 20(a) and 100 
thereof or take such other action as it may deem 
appropriate. Persons who request a hearing or 
advice as to whether a hearing is ordered will receive 
any notices or orders issued inthis matter, including 
the date of the hearing (if ordered) and any 
postponements thereof. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 
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George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 21766/October 29, 1980 


In the Matter of 


THE SOUTHERN COMPANY 
Atlanta, Georgia 


(70-6469) 


MEMORANDUM OPINION AND ORDER 
AUTHORIZING ISSUANCE AND SALE OF COMMON 
STOCK AT COMPETITIVE BIDDING AND DENYING 
HEARING 


The Southern Company (“Southern”), a registered 
holding company, has filed a declaration and 
amendments thereto with this Commission 
pursuant to Sections 6(a) and 7 of the Public Utility 
Holding Company Act of 1935 (“Act”), and Rule 50 
promulgated thereunder regarding the proposed 
public offering of up to 17,000,000 shares of its 
common stock, $5 par value. Notice of Southern’s 
amended proposal was duly published in the 
manner prescribed in Rule 23 under the Act (HCAR 
No. 21704, September 4, 1980) and objections and 
a request for hearing have been filed, as described 
below. 


Southern intends to make an offering of common 
stock in November, 1980 in a quantity governed by 
prevailing market conditions and to offer, if feasible, 
additional shares on or before February 28, 1981. 
The aggregate offerings will not exceed 17,000,000 
shares or $200,000,000 of estimated cash 
proceeds, whichever is less. The registration 
statement filed for the initial offering, which is 
subject to amendment, specifies a maximum of 
11,000,000 shares estimated to yield cash proceeds 
of $132,000,000. 


Southern will designate the number of shares of 
common stock to be offered in its invitation for 
proposals under Rule 50(b). The invitation will 
specify that Southern may increase or reduce the 
number of shares to be offered by notices to be given 
to prospective bidders not less than 24 hours prior to 
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the time of bidding. 


Southern has reserved the right to apply for an 
exception to the competitive bidding requirements 
of Rule 50(b) with respect to the offerings of 
common stock. We will reserve jurisdiction over 
such possible applications. 


The Southern Company owns all of the common 
stock of Georgia Power Company (“Georgia”), 
Alabama Power Company (“Alabama”), Mississippi 
Power Company (“Mississippi”), and Gulf Power 
Company (“Gulf”) electric utility companies which 
form a single integrated electric utility system 
serving most of the states of Georgia and Alabama, 
the eastern half of Mississippi and a northwestern 
segment of Florida and of a service company, which 
renders services at cost, under the Act, to the 
operating subsidiaries.! As of June 30, 1980, net 
consolidated utility plan of the system was $9.5 
billion, of which about $2 billion was under construc- 
tion, consolidated operating revenues for the 
preceding twelve months were about $3.3 billion, 
and net income after preferred dividends about 
$268 million. 


Southern conducts no other business. Its assets are 
the stock of its subsidiaries and temporary cash 
balances. Southern’s consolidated and corporate 
capitalization, at June 30, 1980, is summarized 
below: 


(In Millions) 

Consolidated Corporate 
Amount % Amount % 
Long term debt $4,929 55.59 42 1.60 
Current maturities 454 5.12 42 1.60 
Preferred stock 944 10.64 
Common equity 2,540 28.65 
Total $8,867 100.00 


2,540 
$2,624 


96.80 
100.00 


The bulk of the current maturities are those of 
Alabama and are in the process of being refunded. 
The financing involved, and the origin of the 
obligation are the subject of our Alabama opinion of 
September 10, 1980. For present purposes, it is 
sufficient to note that Southern is the source of the 
common equity in that financing program, and that 
the proposed sale of Southern stock was a major 
element in the planning. 


Southern’s corporate income for the twelve months 
ended March 31, 1980, was: 
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(In Millions) 
Equity in earnings of subsidiary companies 
Other Income 
Income 
General expenses and taxes 
Interest expense 
Net Income 


Amortization of capital stock expense 
Increase in retained earnings 


Southern’s budget for 1980, which assumed the full 
$200 million of public offerings, is: 


(In Millions) 
Invest- 
ment in 
Invest- subsidi- 
mentin aries as 
subsidi- of 


aries 9/30/80 
Sale of Common 


Stock 

Continuous plans 

Proposed public 

offerings 

Total 

Internal sources 
Term loan, 1980 
payment 

Available 


$93.8 Alabama $146.0 $56.0 
200.0 Georgia 10.3 
$293.8 Mississippi 7.0 


(36.5) Gulf 53.0 


(41.0) 
$216.3 


$216.3 $64.8 


It is presently expected that only $132 million will be 
raised from the initial offering, which may require a 
$68 million deferral of the proposed investments. 
The budgeted $53 million for Gulf included $29 
million to acquire a fractional interest in coal 
generating plants under construction by Georgia. 
That transaction between Southern subsidiaries 
requires our approval under the Act, which has not 
yet been applied for.2 The balance of deficiency, 
including any revisions of the present plans for the 
initial offering, is well within the standby short term 
debt limit we have authorized for Southern. (HCAR 
No. 21501, March 28, 1980) 





‘We have reviewed Alabama (HCAR No. 21711, 
September 10, 1980) and Georgia (HCAR No. 
21737, October 1, 1980) in recent opinions. 


We postponed consideration of objections of a 
group of customers and Southern shareholders, to 
the transaction until approval of the transaction was 
sought. Gulf Power Company (HCAR No. 21419, 
February 5, 1980) 
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Southern’s last underwritten public offering of 
common stock was at the end of 1977, (HCAR No. 
20220, October 21, 1977), interrupting its policy of 
annual offerings. The interruption reflected the 
adverse effects of the Alabama’s rate litigation 
described in our September 10, 1980 opinion. As 
explained in that opinion, the relief obtained from 
the Alabama Supreme Court in October 1979, 
phases into Southern’s twelve month income 
statements over the next year’, as the higher rates 
are actually collected, sothe Southern system had to 
time its financing accordingly. 


The decline in the common equity ratio to under 
30%, as shown in the above capitalization table, and 
which also affects the subsidiaries, as discussed in 
our recent opinions, can only be corrected by an 
offering of new common stock, of the magnitude 
proposed, and must be effected promptly. The 
declaration is drawn to allow Southern and potential 
underwriters a substantial degree in flexibility, over 
the next four months, in tailoring the common stock 
financing to day to day market conditions. But, the 
need for the financing is too urgent to permit 
abandonment or significant delay. 


We conclude that the proposed new common stock 
of Southern is reasonably adapted to the capital 
structure of Southern and its system, and to their 
earning power, and that the proposed sale thereof is 
solely for the purpose of financing the business of 
Southern as a holding company responsible for 
financing the business of its subsidiaries as electric 
utility companies. 


Three persons, each a common shareholder of 
Southern and residential customer of Georgia, have 
filed objections to Southern’s proposed financing 
and request that a hearing be held before any 
authorization is granted. Their major contentions 
are: 1) the Southern system construction program to 
be partially financed through the proposed sale is 
excessive and improvident; 2) the proposed sale will 
contribute to the perpetuation of an existing 
imbalance in rates return on equity among 
Southern’s four operating subsidiaries, such 
imbalance being detrimental to Georgia; 3) this 
Commission is required before acting on Southern’s 
application, to prepare an environmental impact 
statement pursuant to the National Environmental 
Policy Act of 1969 (“NEPA”); and, 4) the proposed 
sale of common stock will result in additional 
dilution of the value of the outstanding shares of 
common stock and that existing shareholders 
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should be extended preemptive rights to purchase 
such shares. 


With regards to the first three contentions, the 
complainants have raised essentially the same 
objections in the last three Southern System filings. 
We will not repeat the analysis and conclusions 
expressed in our opinions in The Southern Company 
(HCAR No. 21665, July 24, 1980), Alabama Power 
Company, (HCAR No. 21711, September 10, 1980), 
and Georgia Power Company (HCAR No. 21737, 
October 1, 1980). They are controlling here. 


New common stock of an actively traded company, 
such as Southern, is necessarily sold to the public at 
the market value of the outstanding shares. The 
expenses of the sale, principally the underwriters 
“spread”, determined by the competitive bidding 
process, are deducted to determine the proceeds to 
the issuer. Southern’s estimate of a $12 a share 
offering price was based on the September 19, 1980, 
closing price. The actual price will be determined on 
the day of the respective offerings. But that price will 
almost certainly be less than the book value, $16.69 
at June 30, 1980. The proposed 17 million new 
shares will increase the 152 million outstanding 
shares by about 11.1%, so any discount will reduce 
the book value of each outstanding share by about 
one eighth of the actual average per share discount 
on the new stock.’ 


Securities are always sold at market, which only bya 
rare coincidence would correspond to book value. 
For a long period during our administration of the 
Act, the new common stock of Southern, like most 
utilities, Commanded a substantial premium, in 
which outstanding shares participated through the 
same mechanism. For the last decade, discounts 





3lts draft registration statement, filed October 1, 
1980, shows net income, after preferred dividends: 
(In Millions) 

12 months to 
1979 6/30/80 8/31/80 
$219.1 $268.0 $300.9 
$1.51 $1.80 $2.01 
$1.54 $1.54 


1977 
$245.1 
$1.95 
$1.48 


1978 
$201.6 
$1.45 
$1.54 


Net income 
Per share 
Dividend 
Market Price 
High 

Low 


18-1/8 
15-5/8 


17-7/8 
13-3/4 


14-7/8 
14-7/8 


14-5/8 
10-5/8 


4Assuming a $12 offering price and a $.25 spread on 


17 million shares, the book value dilution of the 
outstanding shares would be about 3.7%. 
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have been usual. The immediate causes of the 
change, escalating interest rates and escalating fuel 
costs, the elements of inflation to which utilities are 
particularly sensitive, are obvious. They are not 
conditions which can be dealt with through this 
proceeding. Nor can the Southern system suspend 
operations until the economy changes. 


The public offering of Southern common is expressly 
excluded from the preemptive rights provisions of its 
articles of incorporation for good reason.® Such an 
offering provides its shareholders, along with the 
rest of the public, a direct opportunity to purchase as 
much of the new stock as they wish. A preliminary 
offer to shareholders only is not needed for that 
purpose, but requires a complex and time 
consuming procedure which interferes with the 
immediate sale of the full issue. 


The request for hearing will be denied. 


The fees and expenses to be incurred in connection 
with the initial offering are estimated at $276,000, 
including listing fees on the New York Stock 
Exchange of $27,500, printing fees estimated at 
$85,000, fees for services rendered by Southern 
Company Services, Inc. estimated at $15,000, 
accounting fees estimated at $50,000 and legal fees 
of counsel for Southern estimated at $45,000. The 
fee of counsel for the underwriters is estimated to be 
$30,000, and is to be paid by the successful bidders. 
The record is incomplete with respect to the 
expenses of a second offering. No state or federal 
commission, other than this Commission, has 
jurisdiction over the proposed transaction. 


IT IS ORDERED, pursuant to the applicable 
provisions of the Act and rules thereunder that the 
declaration, as amended, be and it hereby is, 
permitted to become effective forthwith with respect 
to the issue, and sale, by competitive bidding of up to 
an aggregate of 17,000,000 shares or $200,000,000 
of estimated cash proceeds, whichever is less 
subject to the conditions of Rule 24; the registration 
statement with respect to each offering, filed with 
the Commission under the Securities Act of 1933 
shall also be part of the record in this proceeding; 
and 





°The Commonwealth & Southern Corp. 26 SEC 464, 
485 (1947). As indicated above, the number of 
shares to be offered is to be adjusted to market 
conditions. 
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IT IS FURTHER ORDERED, that jurisdiction be, and it 
hereby is, reserved with respect to: 


(1) Any post-effective amendment Southern may file 
for an exception from the competitive bidding 
requirements of Rule 50; and, 


(2) The fees and expenses incurred with respect toa 
subsequent offering of common stock hereunder. 


IT IS FURTHER ORDERED that the request for a 
hearing be, and it hereby is, denied. 


By the Commission. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 21767/October 29, 1980 


ALLOCATION OF CONSOLIDATED FEDERAL 
INCOME TAX LIABILITY BY REGISTERED HOLD- 
ING COMPANIES AND THEIR SUBSIDIARIES 


ACTION: Proposed amendment to rule. 


SUMMARY: The Commission is publishing for 
comment an amendment to Rule 45 pertaining to 
the methods by which registered holding companies 
and their subsidiaries may allocate consolidated 
federal income taxes. The amendment deletes 
paragraph (b)(6) of Rule 45, which now provides an 
exception from the application requirements of Rule 
45(a) in case of income tax allocations which are 
made by any one of three approved methods, and 
adds paragraph (c), which supersedes paragraph 
(b)(6) and which permits additional methods for 
allocating the consolidated income tax liability. 


DATE: Comments must be received on or before 
December 31, 1980. 


ADDRESSES: Comments should be submitted in 
triplicate to George A. Fitzsimmons, Secretary, 
Securities and Exchange Commission, 500 North 
Capitol Street, Washington, D.C. 20549. Comment 
letters should refer to File No. S7-862. Allcomments 
received will be available for public inspection and 
copying in the Commission’s Public Reference 
Room, 1100 L Street, N.W., Washington, D.C. 20549. 
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FOR FURTHER INFORMATION CONTACT: Grant G. 
Guthrie, Associate Director, (202) 523-5156, 
Division of Corporate Regulation, Securities and 
Exchange Commission, 500 North Capitol Street, 
Washington, D.C. 20549. 


SUPPLEMENTARY INFORMATION: Rule 45(b)(6) is 
a conditional general authorization by rule for the 
members of a holding company system to join ina 
consolidated federal income tax return without 
applying each year, under Rule 45(a), for a specific 
order authorizing such action. The authorization is 
required by Section 12(b) of the Act. The rule’s 
substantive function is to specify the manner of 
allocating the joint tax liability among the members 
of the system, in accordance with our responsibility 
under Section 12(b) to ensure that such 
intercompany agreements be on terms which “the 
Commission deems necessary or appropriate in the 
public interest or the protection of investors or 
consumers.” 


Exploitation of utility companies by holding 
companies through asserted misallocation of 
consolidated tax return benefits was among the 
abuses examined in the investigations underlying 
the enactment of the Act (Senate Doc. 92, Part 72A, 
70th Congress, lst Sess., 1930 (pp. 477-482)). 


Since the initial evidence of the practices was 
followed almost immediately in 1932 by abolition of 
the consolidated return privilege altogether, this 
subject did not arise until that privilege was restored 
in 1941. Rule 45(b)(6) was adopted forthwith (HCAR 
No. 2902, July 23, 1941). It was last revised (HCAR 
No. 12776, January 12, 1955) after the enactment of 
the Internal Revenue Code of 1954. 


The Rule, as revised in 1955, has proven, in recent 
years, to be incomplete in one area. The case in 
which one or more operating companies ina system 
suffers a loss is not explicitly dealt with. The general 
terms of the rule are consistent with divergent 
treatments of this contingency. 


The most significant and recurrent source of such 
losses, aS computed under the tax laws, are 
subsidiaries organized for oil and gas exploration, 
since that activity is characterized by large initial 
and immediately deductible costs, while the 
production of oil and gas, and taxable income, 
occurs significantly later. And fuel supply problems 
have led to quite material investments in this area in 
recent years. The difficulty is not, however, limited to 
that situation. Operating utility companies are not 
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wholly immune to loss years. Cf. Alabama Power 
Company (HCAR No. 21023, April 30, 1979). 


We have dealt with this deficiency through 
declarations and orders authorizing specific 
allocations under Rule 45(a), the alternative to Rule 
45(b)(6). Although such orders, in a sense, involve 
deviations from the standard conditions prescribed 
by the general rule, it would be more accurate to say 
that they resolved the ambiguity of Rule 45(b)(6) as 
applied to factual situations not anticipated when it 
was promulgated. Since these deviations have been 
granted regularly and consistently in cases involving 
fundamentally identical facts which appear likely to 
recur, it is time to incorporate the principles 
developed into the rule itself. 


The proposed revised rule will be renumbered Rule 
45(c), in recognition of its discrete subject and 
length. The proposed rule will delete the 
incorporation by reference of two subsections of the 
Internal Revenue Code of 1954. It is unnecessary for 
our rule to specify that a tax allocation agreement 
must be permitted by the underlying tax laws. While 
the simple formulae specified by Section 1552(a) of 
the Internal Revenue Code are quite suitable for 
purposes of the Act, they serve different functions 
under the two statutes. The present rule, like the 
revision proposed, restricts the substantive 
discretion permitted by the tax law. Accordingly, we 
have incorporated the useful portions of these 
subsections in the text of the proposed rule, 
facilitating statement of the limitations imposed 
under the Act. 


The rule deals with the allocation of the actual 
aggregate tax liability of the consolidated group for 
each tax year among the members of the 
consolidated group. The tax initially determined by 
the consolidated tax return may subsequently be 
revised, through Internal Revenue Service audit or 
otherwise. Such changes must also be allocated 
when determined, in the same manner as though the 
adjustments on which they are based had formed 
part of the original consolidated return. 


Since there are significant divergences between 
methods of computing income for financial 
reporting purposes and those employed in the tax 
laws, it must be emphasized that the rule applies 
only to allocation of the actual current tax liability. 
Application of such modifications as deferred taxes, 
required by financial reporting standards, is 
independent of the rule, although the accounting 
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should be consistent with the results of the 
underlying tax allocation. 


The basic deficiency observed in the present rule 
was that both of the allocation methods incorporated 
from the 1954 Internal Revenue Code have been 
interpreted as limiting the allocation of the 
consolidated tax liability to those members of the 
group having taxable income for the year, excluding 
those having a negative income for tax purposes. 
This means that the consolidated taxable income 
will always be less than the combined taxable 
income of those members of the group participating 
in the allocation and that the group members whose 
excess deductions create the reduction in the 
consolidated tax are barred from sharing in the 
saving. 


The corporate relationships required by the Act 
assure that the deductible corporate expenses of the 
holding company itself will always create a 
consolidated tax saving, since Section 13(a) of the 
Act precludes such expenses being passed ontothe 
subsidiaries, through service charge or contract, so 
as to transform them into corporate deductions of 
the subsidiaries. In light of the legislative history 
referred to, an expense reimbursement of the 
holding company, in the guise of a tax allocation, 
would seem inconsistent with Section 13(a). The 
exclusion in our earlier rule of the holding company 
from sharing in consolidated return savings was 
intentional and will continue. These considerations 
do not apply to other companies in the group that 
incur losses. 


Our 1955 rule did address one aspect of the 
consolidated return problem, the tax loss carryover, 
by the proviso 


(i) that the tax allocated to each subsidiary company 
shall not exceed the amount of tax of such company 
based on a separate return computed as if such 
company had always filed its tax returns on a 
separate return basis. (emphasis supplied) 


For tax purposes, of course, the use of the loss of a 
member of the consolidated group currently in the 
consolidated return leaves no loss to be applied to 
other years. Without the proviso, each subsidiary 
would be charged on the basis of its currentincome, 
if any, each year, and a company incurring a loss 
would receive no tax benefits, either currently or in 
the future. The proviso preserved a possibility of 
future recoupment. 
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When the Internal Revenue Service dealt with this 
subject in 1966, Regulation §1.1502-33(d), it 
adopted two alternative standard methods.! The 
first, (i), is essentially that specified by the proviso of 
our rule. The second, (ii), would in substance permit 
a current settlement by crediting the loss company 
with a share of the tax benefits it provided in the 
current year, rather than deferring such settlement 
through the internal carry forward computation. This 
second alternative is essentially the method we also 
have adopted in the series of Rule 45(a) orders 
referred to above. 


The investment tax credit, an important addition to 
the tax law subsequent to the adoption of our present 
rule, is similar in significant respects to the tax loss. 
It is clearly identifiable to a particular member of the 
group, its incidence has nonecessary relationship to 
current income, and its use in the consolidated 
return precludes a carryover by the company 
entitled to it. Other matters requiring clarification 
include the allocation of items, such as capital gains 
or losses, involving differences in tax rates or other 
special limitations. 


Under the Act, each company ina registered system 
is, in important respects, expected and required to 
be a separate economic entity. While the Act 
effectively precludes the existence of minority 
common stock interests in the subsidiary 
companies, and thus eliminates potential conflict of 
interest, it deals principally with utility companies, 
whose rates are separately regulated under 
procedures which assign material weight to taxes as 
part of the cost of service. Uncompensated use of tax 
benefits intended for one utility company, to reduce 
the costs of another utility company, permanently 
assigns those benefits to an entirely different group 
of consumers, based solely on the fortuity of the 
common ownership of the utility companies and the 
relative timing of their respective periods of 
prosperity or distress. 


The integration requirements of Section 11(b) ofthe 
Act limit registered systems to a single integrated 
utility system and businesses incidental thereto. The 
consolidated tax returns of such systems, 
accordingly, will not include, to any significant 





‘Regulation 1.1502-33(d)(iii) provides, as a third 
alternative, any other method approved by the 
Commissioner of Internal Revenue. 
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degree, the fruits of diverse and unrelated 
enterprises.* The service at cost requirement of 
Section 13(b) means that the related businesses in 
the system are not independent profit centers. They 
are regulated, under Sections 13 and 15 of the Act, 
as sources of services and goods required by the 
associate public utility companies. Their taxes, 
positive or negative, are elements of the cost at 
which their services are rendered. 


In this context, it is necessary that a current, 
reasonable and unequivocal annual determination 
of each member company’s tax be established. The 
proposed rule makes explicit the need for the written 
agreement contemplated by the tax laws. In view of 
the common control of all members of the 
consolidated group, the rule will continue to specify, 
as conditions, the principal terms of the allocation. It 
does not preclude the inclusion of further or more 
detailed terms, within the scope of the conditions 
prescribed. 


While tax agreements inconsistent with the rule may, 
in principle, still be applied for under Rule 45(a), 
such action is not expected. It would be justified only 
in truly unforeseen and exceptional circumstances. 


The proposed rule has been drawn to preserve the 
alternative specific allocation methods available 
under the present rule, or under Section 1552 of the 
Internal Revenue Code and the regulations 
thereunder. The registered systems and other 
interested parties are particularly invited to 
comment on which of these methods they, in fact, 
use or wish to use, the relevant practical differences 
among them in the context of the kind of companies 
subject to the Act, and whether the number of 
alternatives should be curtailed. 


TEXT OF THE PROPOSED RULE 


It is proposed to amend 17 CFR 250 by deleting 
paragraph (b)(6) of §250.45 and adding thereto a 
new paragraph (c), as follows: 


PART 250—GENERAL RULES AND REGULATIONS, 
PUBLIC UTILITY HOLDING COMPANY ACT OF 1950 


§250.45 Loans, extensions of credit, donations and 
Capital contributions to associate companies. 


* eK KK 
(6)? 4-> 
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(6) (Delete) 


(c) The declaration requirement of paragraph (a) of 
this section shall not apply to the filing of a 
consolidated tax return by the eligible associate 
companies in a registered holding company system, 
or to the execution or performance of the agreement 
referred to herein, if such consolidated tax return is 
filed pursuant to a tax agreement, in writing, among 
the associate companies participating therein for a 
term of one or more full tax years, and the agreement 
provides for allocation among such associate 
companies of the liabilities and benefits arising from 
such consolidated tax return for each full tax year in 
a manner not inconsistent with the following 
conditions: 


(1) Definitions: 


“Consolidated tax” is the aggregate tax liability fora 
tax year, being the tax shown on the consolidated 
return and any adjustments thereto thereafter 
determined. 


“Corporate taxable income” is the income or loss of 
an associate company for a tax year, computed as 
though such company had filed a separate return on 
the same basis as used in the consolidated return, 
except that dividend income from associate 
companies shall be disregarded, and other 
intercompany transactions, eliminated in 
consolidation, shall be given appropriate effect. 


“Separate return tax” is the hypothetical tax of an 
associate company on its corporate taxable income 
for a tax year, adjusted to allow for any carryovers or 
carrybacks from other tax years if their unavailability 
is due to their inconsistent use in a consolidated 
return for another year. Carryovers or carrybacks 
shall not be so taken into account if the associate 
company has received a corporate tax credit 
therefor. 





“The possibility of some unrelated income or 
expenses cannot be rigorously excluded since 
changes in circumstances and other fortuities can 
result in such income. For example, a_ utility 
company’s research and development may produce 
discoveries of commercial value. Surplus property 
may have other uses. And mineral reserves can 
include by-products. But such factors are also 
incidental and usually modest. 
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“Corporate tax credit” is a hypothetical negative tax 
of an associate company for a tax year, equal to the 
amount by which the consolidated tax is reduced 
through inclusion of a corporate taxable loss, or 
other tax benefit of such associate company in the 
consolidated tax return. 


(2) The consolidated tax shall be apportioned to the 
several members of the group in proportion to (i) the 
corporate taxable income of each such member, or 
(ii) the separate return tax of each such member, but 
the tax apportioned to any subsidiary shall not 
exceed the separate return tax of such subsidiary. 


(3) The tax agreement shall provide for appropriate 
and equitable adjustment of the allocation specified 
under paragraph (c)(2)(i) of this section if the sum of 
the corporate taxable incomes of all members of the 
group in any taxable year differs from the 
consolidated taxable income because of 
intercompany transactions excluded from the 
consolidated return. It shall provide for appropriate 
and equitable adjustment of the allocation specified 
under paragraph (c)(2)(ii) of this section to the 
extent that the consolidated tax and separate return 
tax for any year include material items taxed at 
different rates or involving other special benefits or 
limitations. Such adjustment provisions will be 
directed to allocating to the individual members of 
the group the material effects of any particular 
features of the tax law applicable to them. 


(4) The tax agreement may exclude from the 
allocation under paragraph (c)(2)(i) of this section 
subsidiary companies not having a corporate 
taxable income for the year being allocated, or under 
paragraph (c)(2)(ii) of this section subsidiary 
companies not having a separate return tax for the 
year being allocated. If the agreement so elects, it 
shall make appropriate and equitable provision for 
preservation to each of the subsidiary companies so 
excluded of the equivalent of any rights which such 
subsidiary company would have had, under the 
applicable tax law, had it filed a separate return, to 
use in other years any loss or credit availed of by the 
group through the consolidated return. With respect 
to carryover rights, such provisions will normally 
consist of recognition of the carryover in future 
allocations by reducing the consolidated tax 
allocation for the subsequent year to the subsidiary 
entitled to the benefit, and by charging the excess to 
the companies which had benefited by the prior 
deduction or credit. In case of carrybacks, the 
subsidiary excluded would normally be entitled to 
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immediate payment from the members receiving a 
tax reduction through its use, in the consolidated 
return, (of the refund foregone). 


(5) The agreement may, instead of excluding 
members as provided in paragraph (c)(4) of this 
section, include all members of the group in the tax 
allocation, recognizing negative corporate income or 
negative corporate tax, according to the allocation 
method chosen. If the agreement so provides, those 
companies with a positive allocation will pay the 
amount allocated and those subsidiary companies 
with a negative allocation will receive current 
payment from this fund. Such payments for tax 
benefits contributed to the consolidated return shall 
be accounted for in the same manner as tax refunds, 
provided that any such payment received by a 
subsidiary company which is not a public utility 
company shall be applied to reduce the costs 
incurred by such company for purposes of 
determining the costs of goods or services supplied 
by such company to associate companies under 
section 13(b) of the Act in the manner prescribed by 
the Commission by rule or order under that section. 


(6) The tax agreement for each taxable year shall be 
filed as an exhibit to the system’s annual report on 
Form U5S (§259.5s of this chapter) for the previous 
taxable year. The initial filing upon the effective date 
of this amendment shall be made as an amendment 
to the last Form U5S filed. If an existing tax 
agreement is merely renewed or amended, prior 
filings may be incorporated by reference. 


STATUTORY AUTHORITY: The Commission hereby 
publishes for comment proposed amendments to 
Rule 45 pursuant to the provision of Sections 12(b) 
and 20(a) of the Public Utility Holding Company Act 
of 1935 [15 U.S.C. 78a et seq. ]. 


By the Commission. 


George A. Fitzsimmons 
Secretary 
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PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 21768/October 30, 1980 


In the Matter of 


AMERICAN ELECTRIC POWER COMPANY, INC. 
New York, New York 


COLUMBUS AND SOUTHERN OHiO ELECTRIC 
COMPANY 
Columbus, Ohio 


(70-4596) 
(54-259) 


MEMORANDUM FINDINGS AND OPINION 
APPROVING PLAN FOR SIMPLIFICATION OF 
HOLDING COMPANY SYSTEM 


American Electric Power Company, Inc. (“AEP”), a 
registered holding company, and Columbus and 
Southern Ohio Electric Company (“CSOE”), an 
electric utility subsidiary of AEP, have filed a joint 
plan (“Plan”) pursuant to Section 11(e) of the Public 
Utility Holding Company Act of 1935 (“Act”) 
providing for the retirement of the minority interest 
in the common stock of CSOE. 


We approved AEP’s proposal to acquire control of 
CSOE by offering to exchange 1.3 AEP common 
shares for each common share of CSOE ina series of 
opinions and orders, jurisdiction over the solicitation 
being released March 28, 1980.! AEP acquired 
88.45% of the CSOE stock on May 9, 1980, the 
closing date under the tender offer. The offer had 
been conditioned on the tender of at least 80% of the 
voting shares of CSOE* and become final on the 
closing date. 


AEP has continued to accept additional CSOE 
common shares under its tender offer,? and the Plan 
will extend the period for voluntary exchanges until 
the effective date of the Plan, except that no 
exchange will be made on a record date for either 
CSOE common shares or AEP common shares. It is 
accordingly expected that the 2.2% minority interest 
in CSOE will be further reduced by the effective date 
of the Plan, but experience in other cases has shown 
that it cannot be entirely eliminated except through a 
Section 11 plan. 


We stated, in authorizing the tender offer: 


Section 10(c)(1) of the Act provides that we 


388/SEC DOCKET 


may not approve an acquisition if, among other 
things, it“. . .is detrimental to the carrying out of 
the provisions of Section 11...” We have held 
that the existence of a minority interest is 
contrary to the standards of Section 11(b)(2), 
and, in the instant case, such detrimental 
effects may arise if AEP should acquire less 
than all of the outstanding CSOE common 
stock. AEP has agreed to file a plan, jointly with 
CSOE, to retire any such minority interest 
pursuant to a plan under section 11(e).’" 


AEP filed the Plan before us, which has been duly 
noticed® and copies of such notice were mailed by 





‘Compliance with most of the requirements of the 
Act was ruled on in HCAR No. 20633, July 21, 1978. 
The terms of the offer, and other reserved questions, 
were passed on in HCAR No. 21433, February 13, 
1980, and the solicitation was cleared in HCAR No. 
21498, March 28, 1980. 


@Since the CSOE preferred and preference shares 
are also voting shares, but were not tendered for, that 
condition required tender of more than 80% of the 
common stock. CSOE had outstanding at the close of 
business on that date: 


Shares 
469,429 
127,233 
548,342 

16,410,426 


Votes 
469,429 
32,083 
548,342 
16,410,426 
17,460,280 


Preferred $100 
Preferred $25 (1/4 vote) 
Preference $100 
Common 

Total 


The 14,515,000 tendered common shares were 
83.1% of the CSOE voting shares. CSOE’s offer to 
repurchase preferred shares expired April 22, 1980. 
It was accepted by 93.8% of the eligible preferred 
stock. 


By August 19, 1980, further exchanges had 
increased AEP’s holdings to 16,052,208 CSOE 
shares — 97.8%. 


*HCAR No. 21433 (February 13, 1980) (footnotes 
omitted). 


SHCAR No. 21656 (July 15, 1980). The Plan was filed 
June 18, 1980, and amended July 9, 1980. Further 
clarifying amendments were filed October 10, 1980. 
This opinion deals with the Plan as so amended. 
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applicants to all holders of record of CSOE common 
shares. No hearing thereon has been requested, nor 
does one appear to be needed. 


The Plan is subject to our approval and its approval 
and enforcement by a United States District Court 
(“Enforcement Court”), pursuant to Section 11(e) of 
the Act. The effective date of the Plan, to be set by 
AEP, will be a date not more than 30 days after the 
entry of such order by the Enforcement Court. 


The Plan provides that each holder of CSOE common 
stock, on the effective date of the Plan, except AEP, 
shall instead become the owner and holder of record 
of 1.3 shares of AEP common stock for each CSOE 
share owned, and that AEP shall become the owner 
of the CSOE common stock. The outstanding 
certificates for the CSOE minority common shares 
shall cease, on that date, to represent any interest in 
or claim against CSOE. CSOE shall issue to AEP a new 
certificate or certificates for all of the minority 
common shares then outstanding. 


AEP shall issue, on the effective date, to the bank 
which is its transfer agent (“Agent”), instructions 
irrevocable for five years to issue, for the purposes 
hereinafter stated, AEP common shares equal to 1.3 
times the number of CSOE minority common shares 
then outstanding.® The Agent shall allocate to each 
holder of record of minority CSOE shares at the close 
of business on the day immediately preceding the 
effective date of the Plan, full AEP common shares 
equal to 1.3 times the number of CSOE common 
shares held, excluding any fractional AEP share. It 
shall sell on the New York Stock Exchange, as soon 
as practicable thereafter, the balance of the AEP 
shares, representing the fractional remainders, for 
the account of the CSOE holders who would 
otherwise be entitled to a fractional AEP share. The 
net proceeds, including the fractional share 
adjustment paid by AEP, if any, shall be allotted to 
those minority CSOE holders. 


The AEP shares shall be deemed to be issued and 
outstanding and owned by the former CSOE minority 
shareholders for all purposes, including the 
payment of AEP dividends and voting, subject only to 
the five and fifteen year limits on completing the 
exchange described hereafter. Each former CSOE 
shareholder shall be entitled, upon surrender within 
5 years of the CSOE certificate to AEP or the Agent, to 
receive the AEP shares, and the fractional proceeds, 
without interest. Former holders of CSOE shares who 
are unable to surrender their CSOE certificates, 
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because of loss, destruction or other disability, may 
establish their right to receive the new shares and 
proceeds in the same manner as other AEP 


shareholders with a like disability. 


On or after the fifth anniversary of the effective date 
of the Plan, the Agent may deliver to AEP any 
remaining fractional share proceeds held by it, and 
will have no further responsibility or obligation to any 
person with respect to such funds or with respect to 
certificates previously representing minority CSOE 
common shares. 


If the Enforcement Court, on application on or after 
the fifth anniversary of the effective date of the Plan, 
finds that AEP has made all reasonable efforts to 
locate holders of unexchanged shares of CSOE 
common stock neither AEP nor CSOE shall have any 
further obligation to solicit the surrender of any 
unsurrendered certificate, but AEP shall until the 
fifteenth anniversary of the effective date of the Plan, 
nevertheless issue the AEP shares and pay, without 
interest, the fractional proceeds to any former CSOE 
shareholder or the successor thereof, who 
surrenders a CSOE share certificate or otherwise 
establishes a right thereto. Neither AEP nor CSOE, 
nor any other person shall have any other obligation 
whatsoever with respect to the minority CSOE 
common shares. 


The Companies Involved 


AEP is a holding company whose subsidiaries 
provide electric utility service in an area extending 
from southeastern Virginia and a small portion of 
eastern Tennessee in a generally northwesterly 
direction to southwestern Michigan. AEP’s service 
territory, which includes portions of Indiana, 
Kentucky, Ohio, Tennessee, Virginia, West Virginia 
and Michigan, has a total area of about 42,000 
square miles and an aggregate population of about 
6,300,000. Its consolidated assets were $8.2 billion 
at December 31, 1979, and its operating revenues 
and net income were $2.8 billion and $261 million, 
respectively, for the year then ended. AEP’s service 
area is largely rural. The largest community served 
(prior to the acquisition of CSOE) was Fort Wayne, 
Indiana, with a population of about 180,000. 





®If a fraction results AEP will pay in cash to the agent 
the market value of the fraction, based on the closing 
price of AEP shares on the trading day immediately 
preceding the effective date of the Plan. 


SEC DOCKET/389 





CSOE is principally an urban system, supplying 
power in the City of Columbus, but it also serves an 
extensive area in southeastern Ohio. Its service area 
has a population of about 1.3 million. Its 
consolidated assets were $1.3 billion at December 
31, 1979, and its operating revenues and net income 
were $417 million and $46 million, respectively, for 
the year then ended. 


Compliance with Statutory Standards 


Before we may approve a plan filed pursuant to 
Section 11(e) of the Act, we must find that such plan 
is necessary to effectuate the provisions of Section 
11(b) of the Act and is fair and equitable to the 
persons affected thereby. We must also find the 
proposed transactions satisfy the other applicable 
provisions of the Act. 


The Plan is directed to elimination of the publicly- 
held minority common stock interest in CSOE by 
substituting a stock interest in AEP. We have 
consistently held that the existence of a minority 
interest in a subsidiary is contrary to the standards of 
Section 11(b)(2), and we make the same finding 
here.’ The Plan is an appropriate and necessary 
means of compliance. 


The “fair and equitable” standard of Section 11(e) 
requires that each security holder affected by a plan 
receive thereunder “the equitable equivalent of the 
rights surrendered.”® A determination as to fairness 


requires a comparison of the financial 
characteristics of the securities surrendered and 
received under the Plan. In making such 
comparison, primary emphasis is given to currently 
effective rights to earnings and dividends.’ 


We examined, in our 1978 opinion, the two systems, 
with particular attention to the effect of the proposed 
combination, and our opinion in February of this year 
focused in large part on comparison of the common 
stock of the two companies, in the context of the 
exchange offer, at the same rate as proposed by the 
Plan. The combination is now consummated, AEP 
owning about 98% of CSOE common shares. The 
present record adds to the data previously reviewed, 
actual results for the year 1979, and for the 12 
months ended June 30, 1980.'!° 


The preferred stock recapitalization was incident to 
the acquisition by AEP. It temporarily distorted 
CSOE’s capital structure, a distortion intended to be 
corrected by financing in the near future.!! A more 
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permanent effect was a reduction of common equity 
by about $14 million, due to the premiums and 
expenses incurred in the recapitalization and a 
substantial long range increase in fixed charges, the 
exact amount of which depend on the money costs 
incurred in the pending refunding. We exclude the 
adverse effects of the recapitalization from our 
consideration of the fairness of the Plan, since these 
costs would not have been incurred by CSOE as an 
independent company. They nevertheless, illustrate 
concretely the practical disadvantages to which 
minority common stockholders are exposed and the 





’Union Electric Company, HCAR No. 20013 (April 
29, 1977); Eastern Utilities Associates, 43 SEC 243, 
246 (1967) and cases cited therein. 


8Otis & Co. v. SEC, 323 U.S. 624, 639-640 (1945). 


9SEC v. Central-Illinois Securities Corp., 338 U.S. 96, 
130 (1949). 


Appendix A hereto incorporates 1979 in the 
historical tables developed for our previous opinion. 
Appendix B compares the June 30, 1980, 
consolidated balance sheet of the AEP system, 
including CSOE, with that of CSOE, noting the effect 
of the concurrent recapitalization of CSOE’s 
preferred stock. 


4NCSOE borrowed $65.3 million to consummate the 
cash portion of its offer to its preferred stockholders. 
It was recently authorized to issue and sell (HCAR 
No. 21723, September 23, 1980), $50 million of new 
preferred stock and $80 million of first mortgage 
bonds. The pro forma effect of this refunding, as of 
June 30, 1980, on capitalization ratios would be: 


CSOE Financ- CSOE 
Actual ing Proforma 
Amount % Amount Amount % Amount % 
$586 41.9 $80 $666 47.6 $4,904 499 
Short term 224 16.0 (130) 94 6.7 510 52 
Debt $810 57.9 $(50) $760 543 $5,414 55.1 
Deferred taxes 62 44 — 62 4.4 481 49 
Preferred and preference 105 75 50 155 tht 876 8.9 
Common equity 422 30.2 — 422 30.2 3,058 31.1 


Total $1,399 100.0 0 $1,399 100.0 $9,829 100.0 


AEP 
Proforma 


Long term debt 


A $30 million 1980 equity contribution is also 
proposed by AEP, which cannot be made in that form 
until the minority interest is eliminated. It would 
bring CSOE’s short-term debt and common equity 
ratio even closer’to that of the system. 
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reasons for requiring the elimination of such 
potentially conflicting interests. 


As shareholders of AEP, the CSOE shareholders 
would continue as equity owners of an integrated 
electric utility system, of which CSOE is a central and 
important part. The consolidated capital structure of 
the AEP system parallels closely that of CSOE, sothe 
character and rank of their securities would not be 
changed. 


AEP offered a 14.9% common stock interest in the 
combined system, for the cormmon stock of CSOE. 
The Plan would complete the acquisition on that 
basis. Over the past 7 years, 1973-1979, CSOE 
provided 13.61% of the combined income for 
common stock’ and represented, at the time of the 
offer, 14.28% of the common equity. 


Appendix A also compares the 1.3 shares of AEP with 
the CSOE common shares, in terms of net income, 
dividends, book value and market prices over the 13 
years 1967-1979. The data for the 12 months ended 
June 30, 1980, did not differ materially from 1979. 
The earnings and book vaiue are consistent with the 
aggregates just described. AEP has consistently paid 
significantly higher dividends than CSOE, the 1.3 
shares yielding over 20% more in dividends, and has 
enjoyed a significantly higher market price. 


On the basis of the entire record, from which the 
foregoing factors have been selected for special 
analysis, we find that the Plan is fair and equitable to 
the minority shareholders of CSOE and the AEP, and 
otherwise meets all the requirements of Section 
11(e) of the Act. 


OTHER APPLICABLE STATUTORY PROVISIONS 


The issuance by AEP of its common shares is subject 
to the provisions of Section 7 of the Act. We find that 
the AEP common shares satisfy the requirements of 


‘Clause (A) of Section 7(c)(1) and all the 
requirements of Section 7(d) of the Act. As the AEP 
common shares will be issued only to shareholders 
of CSOE pursuant to a plan which we have found to 
be fair and equitable, the transaction cannot be the 
subject of competitive bidding and an exception 
from the competitive bidding requirements of Rule 
50 will be granted. 


The acquisition by AEP of the publicly held shares of 


common stock of CSOE is subject to the provisions of 
Sections 9(a) and 10 of the Act. We make no adverse 
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findings under Sections 10(b) and 10(c)(1) of the 
Act. The purpose of the Plan is to comply with 
Section 11(b) of the Act, so Section 10(c)(2) is 
satisfied. 


OTHER MATTERS 


Accounting Treatment 


The proposed transaction will be recorded on the 
books of AEP in the same manner as prescribed in 
our opinion approving the tender offer, which we find 
still appropriate. 


Court Enforcement 


As a condition precedent to its consummation, the 
Plan provides that it be approved and ordered 
enforced by an appropriate District Court of the 
United States. As requested by AEP, we shall apply to 
an appropriate court for approval and enforcement 
of the Plan, and our order will stay the consumma- 
tion of the Plan until such court order has been 
entered. It will not, however, preclude AEP from 
continuing to exchange its shares for CSOE shares 
tendered pursuant to our previous order. 


Fees and Expenses 


The Plan provides that AEP will pay the fees and 
expenses relating to the Plan. Since the record is 
incomplete concerning this matter, we shall reserve 
jurisdiction with respect thereto. 


Tax Recitals 


AEP and CSOE have requested that any order 
approving the Plan include appropriate tax recitals 
pursuant to Section 1081(f) of the Internal Revenue 
Code of 1954 and Section 270(c) of the Tax Law of 
the State of New York. The Plan is for the purposes 
specified and our order of approval will include fuller 
findings on this subject. 


CONCLUSION 


Based upon the foregoing, we shall enter an order (1) 
directing that AEP and CSOE, pursuant to Section 





12This period includes 1978, a year in which CSOE’s 
income was abnormally low. Excluding 1978, 
CSOE’s contribution was 14.21%. For 1979 it was 
14.98%. 
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APPENDIX A 


COLUMBUS & SOUTITERN OHIO ELECTRIC—AMERICAN ELECTRIC POWER COMPANY 
ANALYSIS OF EARNINGS AND COMMON EQUITY 
(In Millions) 


AEP—CSOE AEP—CSOE 
Combined (a) Combined 

Net Income Common =% 
After Pref, (a+b) Equity (c+d) 


(a+b) (e+d) 

Ss 7 11.17% $ 1,516 12.66% 
193 8.29% 1,715 11.25% 
226 15.93% 1,976 13.51% 
276 16.67% 2,309 15.42% 
279 15.77% 422 2,623 16.09% 
263. 10.27% 415 2,790 14.87% 
307 14.98% 431 3,018 14.28% 


COMPARISON OF 1.3 AEP COMMON SHARES 
WITH ONE CSO COMMON SHARE 


At the End of Each Calendar Year 


1970 1971 1972 
Reported 
earnivys per 
1.3 AEP shares .. 
1.0 CSO share ... 


Dividends per 
1.3 AEP shares .. 
1.0 CSO share... 


Book value per 
1.3 AEP shares .. 
1.0 CSO share ... 


Year end market 
Prices per 
1.3 AEP shares .. 
1.0 CSO share... 


* Prices of January 19, 1968, immediately before announcement of proposed tender, used. 
*¢ Excludes 1974 accounting revision, $8¢ per share. 


©°© Does not include dividend of 39° per share paid in December 1979 in accordance with realignment of dividend record 
and payment dates with AEP. SOURCE: Annual Repost of CSOE for 1979. 
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AEP Consolidated 1973 1974 1975 1976° 1977°* 1978 


1979 ~ 
KWH sold in (millions) 74,912 75.858 75.917 $4,913 81,865 85,932 95,508 
Operating revenues .... S$ 979 $ 1,333 S$ 1,625 S$ 1,833 $ 2,029 $ 2,389 $ 2,814 
Operating expenses: 











<4 289 ‘S$ Shi -S GSS UP. $33 $ 1092 «=S «1.580 
Other operations .... 164 183 184 192 208 365 
Maintenance , 74 87 82 103 163 172 
Depreciation 115 128 156 180 204 224 
Taxes—non income .. 63 73 91 104 145 164 
Income taxes , (14) (12) 9 29 51 105 

Operating expenses . 691i $ 1,080 .$ 1220 S$ 1,361 S$ 1,863 $ 2,210 








Operating income Zee & 306 S$ 405 $ 622 $ 526 604 
Other income—net .. 10 4 3 6 7 3 3 
AFUDC—gross (a) ... 88 119 82 69 95 95 91 
Interest—gross (a) .... (187) (259) (262) (273) (296) (335) (379) 
Preferred dividends .... (25) (31) (38) (44) (46) (52) (58) 


Consolidated income. 
after subsidiary pre- 


ferred dividends .. S$ 174 $° 136 $ 390 -$ 230° S235 S$ “236 











Accounting adjustment (b) 41 


ee 


* As restated in 1978 10-K. The restatement reflected the outcome of certain rate cases, but had a 
relatively small net effect. 


(a) AFUDC includes the portion credited to fixed charges and. in 1978. the related tax adjustment. 


(b) In 1974. the system cenmimenced recording revenue when service was rendered rather than on the 

later billing date. and deferring additicna! vel costs until the tme permitted for ixciusioa of 
Such costs in the member companies energy adjustment clauses for rate purposes. The non 
recurring adjustment refiec:ed the changes in accounts receivable and deferred charges, and related 


tax accounts, tc make them consistent with the new accounting procedures. 


cso 1973 1974 1975 
KWH sold (in millions) 7,536 


Operating revenues “$158 
Operating expenses: 
Fuel & purchased power 
Other operations 
Maintenance 
Depreciation 
Taxes—non income 
Income taxes 
Operating expenses .... 
Oferating income 
Other income (including coal operations) 
AFUDC—zross(a) 
Interest—gross 
Preferred dividends 
Net income after 
preferred dividends .... 


(a) Includes AFUDC credited to fixed: charges, and, in 1978, related tax adjustment. 
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APPENDIX B 


CONDENSED CONSOLIDATED BALANCE SHEET 


JUNE 


30, 1980 


(in millions) 


AEP AND CSOE ACTUAL AND CSOE ADJUSTED TO ELIMINATE PRINCIPAL EFFECTS OF RECAPITALIZATION 








Effects 
Adjusted 
CSOE 


ferred Stock Re- 
capitalization 


Percent 
Represented By 
Adjusted 
CSOE 


of Pre- 
AEP Includ- 


ing CSOE b/ CSOE 





Current assets > a5" $( 
Utility plant - net JL, 317 
ther assets - net 27 
Excess cost of investments in subs. 
Deferred debts 20 
Total assets $1,499 


Notes & current maturities $ 159 
Other current liabilities 95 
Long-term debt 586 
Operating reserves & other deferrals ig 
Liabilities & reserves 843 
Deferred taxes 62 
Preferred stock 158 
Preference stock 
Common & paid-in capital 
Retained earnings 


292 
144 
$1,499 


Capitalization ratios: Amount 
Long-term debt $ 586 
Notes & current maturities SD: 

Total debt $ 745 
Deferred taxes 62 
Preferred & preference stock 158 
Common equity 436 


Total capitalization $1,401 


$1,399 


12.94 
14.82 
8.08 


12.75 
14.82 
8.08 


2) $ 1,043 
8,888 

334 

48 

194 

$10,507 


10.31 
14.27 
$ 640 24.85 
607 15.65 
4,824 12.5 
71 4.233 
$6,142 14-78 


$ 4,824 49.1 
640 eee) 

$ 5,464 “55.6 
481 4 
826 8. 
3,058 3k. 
$ 9,829 100.0 


5 
6 
9 
4 
uf 
0 


a/ CSOE spent $66,903,000 and issued $54,816,000 of its new preference stock, at par, to repurchase $108,203,000 of its out- 


standing preferred stock. 


It borrowed $65.3 million, the approximate price of the shares repurchased for cash. 


The pre- 


mium and expenses on the shares repurchased, for cash or new stock, was charged to CSOE's retained earnings after adjust- 


ment for the recorded premium on the retired shares. 


The adjustment to cash and retained earnings shown also includes 


a $404,000 allowance for the excess of the dividends on the preference stock and interest. after a tax adjustment of about 
46.4%, on the $65.3 million bank loan, during the period to June 30, 1980, over the dividends which would have accrued on 


the preferred shares retired; plus $12,000 of other expenses. 


AEP's balance sheet assumes 100% acquisition of the CSOE common. 


At June 30, 1980, the AEP common stock shown included 


616,655 AEP shares (0.426%) reserved for 474,350 (2.89%) then unexchanged CSOE shares. 


11(b)(2) of the Act, take appropriate action to 
effectuate the elimination of the publicly held 
interests in the common stock of CSOE, (2) 
approving the Plan filed pursuant to Section 11(e) of 
the Act, and (3) excepting the issuance and sale by 
AEP of its common shares from the competitive 
bidding requirements of Rule 50 under the Act. We 
shall reserve jurisdiction with respect to the fees and 
expenses incurred and to be incurred in connection 
with the Plan, and our order will provide thatthe Plan 
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shall not be consummated until an appropriate court 


has entered an order approving and enforcing the 
Plan. 


By the Commission. 


George A. Fitzsimmons 
Secretary 
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PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 21769/October 30, 1980 


In the Matter of 


AMERICAN ELECTRIC POWER COMPANY, INC. 
New York, New York 


COLUMBUS AND SOUTHERN OHIO 
ELECTRIC COMPANY 
Columbus, Ohio 


(70-4596) 
(54-259) 


ORDER DIRECTING THE ELIMINATION OF 
PUBLICLY-HELD COMMON STOCK INTERESTS 
PURSUANT TO SECTION 11(b)(2) AND APPROVING 
PLAN FILED PURSUANT TO SECTION 11(e) 


American Electric Power Company, Inc. (“AEP”), a 
registered holding company, having filed pursuant 
to Section 1ll(e) of the Public Utility Holding 
Company Act of 1935 (“Act”), a plan and an 
amendment thereto (“Plan”) for the elimination of 
the publicly-held interests in the common stock of 
its electric utility subsidiary Columbus and Southern 
Ohio Electric Company (“CSOE”); 


Appropriate notice having been given affording all 
interested persons an opportunity to request a 
hearing with respect to the Plan; 


AEP having requested, pursuant to Section 11(e) of 
the Act, that the Commission apply to an appropriate 
United States District Court to enforce and carry out 
the terms and provisions of the Plan; 


AEP having further requested that, if the 
Commission approves the Plan, the Commission’s 
order contain the findings and recitals necessary to 
meet the requirements of Section 1081 of the 
Internal Revenue Code of 1954 and Section 270(c) 
of the Tax Law of the State of New York; 


The Commission having considered the record and 
having this day issued its Memorandum Findings 
and Opinion; on the basis of such Memorandum 
Findings and Opinion: 


IT IS ORDERED, pursuant to Section. 11(b)(2) of the 
Act, that AEP and CSOE be, and each hereby is, 
directed to take appropriate action to effect the 
elimination of the publicly-held shares of common 
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stock of CSOE; 


IT IS FURTHER ORDERED, pursuant to Section 11(e) 
of the Act, that the Plan be, and it hereby is, 
approved, subject to the terms and conditions of 
Rule 24 and subject to the following additional terms 
and conditions: 


(1) This order shall not be operative to authorize 
consummation of the Plan until an appropriate 
United States District Court shall, upon application 
thereto, enter an order approving and enforcing the 
Plan; 


(2) Jurisdiction is reserved to determine the 
reasonableness of all fees and expenses and other 
remuneration incurred or to be incurred by AEP in 
connection with the Plan, the transactions incident 
thereto, and all proceedings on such Plan or related 
thereto: 


(3) Jurisdiction is reserved with respect to the 
entering of such further orders and the taking of 
such further action as the Commission may deem 
necessary or appropriate to effectuate the 
requirements of Section 11(b) of the Act. 


IT IS FURTHER ORDERED that the issuance and sale 
by AEP of its common shares be, and they hereby 
are, excepted from the competitive bidding require- 
ments of Rule 50 under the Act. 


IT IS FURTHER ORDERED AND RECITED in 
accordance with Section 1081 of the Internal 
Revenue Code of 1954, as amended, and Section 
270(c) of the Tax Law of the State of New York, that 
the delivery and transfer of certificates for common 
shares of CSOE, the acquisition of certificates for 
common shares of CSOE by AEP, the issuance and 
delivery by AEP of certificates for common shares of 
AEP, the acquisition by those entitled thereto of 
certificates for common shares of AEP and the sale 
by or on behalf of AEP of certificates for common 
shares of AEP, all as provided in the Plan, are 
necessary or appropriate to effectuate the provisions 
of Section 11(b) of the Public Utility Holding 
Company Act of 1935. 


By the Commission. 


George A. Fitzsimmons 
Secretary 
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PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 21770/October 30, 1980 


In the Matter of 


MIDDLE SOUTH ENERGY, INC. 
New Orleans, Louisiana 


MISSISSIPPI POWER & LIGHT COMPANY 
Jackson, Mississippi 


(70-6337) 


ORDER AUTHORIZING TRANSACTIONS RELATED 
TO ACQUISITION OF 10% UNDIVIDED OWNERSHIP 
INTEREST IN NUCLEAR-FUELED ELECTRIC 
GENERATING STATION 


Middle South Energy, Inc. (“MSE”) and Mississippi 
Power & Light Company (“MP&L”), electric utility 
subsidiaries of Middle South Utilities, Inc. (“MSU”), 
a registered holding company, have filed a 
declaration and amendments thereto with this 
Commission pursuant to Sections 12(d) and 12(f) of 
the Public Utility Holding Company Act of 1935 
(“Act”) and Rules 44 and 45 promulgated 
thereunder regarding the following proposed 
transactions. 


The declaration concerns certain transactions 
between MSE and MP&L related to the acquisition by 
South Mississippi Electric Power Association 
(“SMEPA”) of a ten percent (10%) undivided 
ownership interest in MSE’s Grand Gulf Nuclear 
Electric Station (“Grand Gulf Plant’). MSE was 
incorporated in 1974 to own and finance certain 
future generating capacity of the Middle South 
System. The Grand Gulf Plant is a two-unit, nuclear- 
fueled electric generating station being constructed 
on the east bank of the Mississippi River near Port 
Gibson, Mississippi. Each unit is to have a net 
capacity of 1,250 MW; the first unit is now scheduled 
to be placed in commercial operation in April 1982 
and the second unit is now scheduled to be placed in 
commercial operation in April 1986. Construction 
costs of the Grand Gulf Plan, excluding nuclear fuel, 
were estimated in December 1979 to total $3,049 
million, of which approximately $1,419.4 million 
have been expended through December 31, 1979. 


SMEPA is a public-utility company engaged 
exclusively in the generation and transmission of 
electric energy for its seven member Rural Electric 
Cooperatives in the State of Mississippi. The balance 
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of the electric power requirements of SMEPA’s 
members is obtained primarily from Mississippi 
Power Company. SMEPA operates in 19 counties in 
Mississippi, and, as of December 31, 1979, provided 
electric service to approximately 76,260 ultimate 
consumers through its members. The total installed 
generation capability of SMEPA’s electric utility plan 
as of December 31, 1979, was 573,000 KW, 
consisting of five steam electric units and two 
combustion turbine units. The peak demand on 
SMEPA’s system in 1979 was 266,000 KW, which 
reflects a decrease of 2.2% from the 1978 peak 
demand. 


SMEPA’s acquisition of the ten percent (10%) 
undivided ownership interest in the Grand Gulf Plan 
will be governed by the terms of a Joint Construction, 
Acquisition and Ownership Agreement between 
MSE and SMEPA (“Ownership Agreement”). The 
Ownership Agreement provides that, commencing 
with a closing date, SMEPA will begin to advance 
monthly to MSE 100% of the cost of construction 
estimated for the following month. SMEPA will 
continue contributing 100% of the cost of 
construction in such manner until its investment in 
the Grand Gulf Plan, plus its AFUDC equals 10% of 
the total cost of construction plus each party’s 
accrued allowance for funds used during 


construction. Itis estimated that, assuming a closing 


date of July 1, 1980, SMEPA would need to 
contribute $200 million to the cost of construction to 
bring its ownership interest to 10% based upon the 
estimates set forth above. Based on the current 
schedule of construction, SMEPA’s interest would 
reach 10% by April 1981. At such time, MSE and 
SMEPA would commence making joint 
contributions to the cost of construction on a 90%- 
10% basis and payments would continue on such 
basis until completion of the Grand Gulf Plant. 


MSE proposes to obtain a release from the lien of its 
Mortgage and Deed of Trust, dated as of June 15, 
1977, as amended, of the undivided ownership 
interest in the Grand Gulf Plan to be acquired by 
SMEPA during the adjustment period. MSE intends 
to notify holders of its outstanding first mortgage 
bonds of the proposed transactions and to obtain 
their consent to certain aspects thereof. 


Pursuant to the terms of an Income Tax Indemnifica- 
tion Agreement, SMEPA will agree to indemnify MSE 
from certain federal and state income or gains taxes 
if the transactions are deemed to be the equivalent 
of a taxable sale or disposition of any interest of MSE 
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in the Grand Gulf Plant. SMEPA has also agreed to 
pay MSE, at the time its interest in the Grand Gulf 
Plant is confirmed at 10%, the amount of $1.5 
million, which MSE and SMEPA agree compensates 
MSE for all costs incurred, past, present, and future, 
relating to the Grand Gulf Plant that have not been 
capitalized, such as planning, negotiation, 
education, and similar unallocated administrative 
and general expenses. Such payment shall not 
thereafter be used in calculating SMEPA’s undivided 
ownership interest in Grand Gulf. MSE will apply 
SMEPA’s payments to the cost of constructing the 
Grand Gulf Plant. 


MP&L will act for MSE and SMEPA in the 
construction of the Grand Gulf Plant pursuant to the 
terms of the Service Agreement between MP&L and 
MSE, dated as of June 21, 1974. MSE and SMEPAwill 
enter into an Operating Agreement providing for the 
sole operation of the Grand Gulf Plant by MSE for 
itself and as agent for SMEPA. MP&L will act for MSE 
and SMEPA in the operation of Grand Gulf Plant 
pursuant to the terms of the Service Agreement. 


MSE and SMEPA will be able to schedule energy out 
of the Grand Gulf Plant in any amount up to 90% and 
10%, respectively, of the energy available from the 
Plant and each may schedule any additional 
available energy from the Plant not being utilized by 
the other. In general, MSE and SMEPA will pay the 
fixed costs of operating the Grand Gulf Plant in 
proportion to their undivided ownership interest in 
the Plant and will pay the cost which vary by energy 
taken (including fuel cost) in proportion to the 
amount of energy taken. 


Under a Substitute Power Agreement, MP&L will 
agree to sell power and energy to SMEPA if 
commercial operation of Unit No. 1 is delayed 
beyond April 1, 1982, or commercial operation of 
Unit No. 2 is delayed beyond April 1, 1986, in each 
case for other than Force Majeure or certain other 
reasons. SMEPAwill be entitled to purchase up tothe 
amount of power and energy it could have 
purchased had either Unit been placed in 
commercial operation by the scheduled dates. 
SMEPA will pay MP&L’s average system cost for such 
power. MP&L can terminate service if the particular 
Unit is placed in commercial operation, if SMEPA 
ceases having an interest in the Unit or no longer 
needs the power and energy being provided by 
MP&L, and in any event five (5) years after service 
commences. 
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MP&L will also agree to sell power and energy to 
SMEPA if MSE ceases operating the Grand Gulf Plant 
for economic reasons. SMEPA will be entitled to 
purchase up to the amount of power and energy it 
could have purchased had the Plant not been shut 
down. SMEPA will pay MP&L the cost it would have 
paid had the Grand Gulf Plant been operating. 
MP&L’s obligation to provide such power and energy 
ends thirty (30) years from the date Unit No. 1 begins 
commercial operation. MSE will reimburse MP&L for 
any net operating loss incurred as a result of this 
arrangement. 


Requisite authorization for the proposed 
transactions has been obtained from the Nuclear 
Regulatory Commission and the Mississippi Public 
Service Commission. No other state or federal 
commission, other than this Commission, has 
jurisdiction over MSE’s or MP&L’s participation in 
the proposed transactions. 


Due notice of the filing of said declaration has been 
given in the manner prescribed in Rule 23 
promulgated under the Act (HCAR No. 21601), and 
no hearing has been requested of or ordered by the 
Commission. Upon the basis of the facts in the 
record, it is hereby found that the applicable 
standards of the Act and the rules thereunder are 
satisfied and that no adverse findings are necessary; 
and that it is appropriate in the public interest and in 
the interest of investors and consumers that said 
declaration, as amended, be permitted to become 
effective: 


IT IS ORDERED, pursuant to the applicable 
provisions of the Act and rules thereunder, that said 
declaration, as amended, be, and it hereby is, 
permitted to become effective forthwith, subject to 
the terms and conditions prescribed in Rule 24 
promulgated under the Act. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SEC DOCKET/397 








TRUST INDENTURE ACT OF 1939 





TRUST INDENTURE ACT OF 1939 
Release No. 595/October 28, 1980 


In the Matter of 


PACIFIC SOUTHWEST AIRLINES 
File No. 22-10730 


ORDER GRANTING APPLICATION PURSUANT TO 
SECTION 310(b)(1)(ii) 


The Securities and Exchange Commission has 
issued an order on an application by Pacific 
Southwest Airlines pursuant to Section 310(b)(1)(ii) 
of the Trust Indenture Act of 1939 declaring that the 
trusteeships of United States Trust Company of New 
York under (i) an existing Indenture qualified under 
the Act in 1967; (ii) an existing Indenture qualified 
under the Act in 1979; and (iii) two proposed Trust 
Agreements that will not be qualified under the Act, 
are not so likely to involve a material conflict of 
interest as to make it necessary in the public interest 


or for the protection of investors to disqualify the 
Trust Company from acting as trustee under such 
Indentures or Trust Agreements. 








INVESTMENT COMPANY ACT OF 1940 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11411/October 24, 1980 


In the Matter of 

STATE BOND AND MORTGAGE COMPANY 
100-106 North Minnesota Street 

New Ulm, Minnesota 56073 

(812-4726) 


ORDER OF THE COMMISSION PURSUANT TO 
SECTION 6(c) OF THE ACT EXEMPTING CERTAIN 
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LOANS FROM THE PROVISIONS OF SECTION 
17(a)(3) OF THE ACT 


On September 24, 1980, a notice was issued 
(Investment Company Act Release No. 11371) of an 
application filed on August 29, 1980, and an 
amendment thereto on September 18, 1980, by 
State Bond and Mortgage Company (“Applicant”), 
registered under the Investment Company Act of 
1940 (the “Act”) as a face-amount certificate 
company, for an order of the Commission, pursuant 
to Section 6(c) of the Act, exempting from the 
provisions of Section 17(a)(3) of the Act certain 
guaranteed student loans to be made by State Bank 
& Trust Company of New Ulm (“State Bank”), a 
wholly-owned subsidiary of Applicant, to children of 
officers, directors and employees of Applicant. 


The notice gave interested persons an opportunity to 
request a hearing, and stated that an order disposing 
of the application would be issued as of course 
unless a hearing should be ordered. No request fora 
hearing has been filed and the Commission has not 
ordered a hearing. 


The matter has been considered, and it is found that 
granting of the requested exemption is appropriate 
in the public interest and consistent with the 
protection of investors and the purposes fairly 
intended by the policy and provisions of the Act. 
Accordingly, 


IT IS ORDERED, pursuant to Section 6(c) of the Act, 
that guaranteed student loans made by State Bank 
to children of officers, directors and employees of 
Applicant be, and hereby are, exempted from the 
provisions of Section 17(a)(3) of the Act, effective 
forthwith, subject to the following conditions: 


1. The loans are to be student loans guaranteed and 
administered by the Higher Education Assistance 
Foundation, a private non-profit Minnesota 
Corporation, and reinsured by the federal 
government pursuant to the statutory provisions and 
regulations of the Guaranteed Student Loan 
Program. 


2. State Bank shall not pay a finder’s fee in 
connection with any loan covered by the order, nor 
shall Applicant pay to State Bank a fee for any such 
loan. 


3. All loans covered by the order shall be made in 
accordance with the applicable State and/or 
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Federal banking laws, including any applicable rules 
of the Federal Reserve Board. 


4. All loans made pursuant to the requested order 
shall be issued only to those individuals who are 
affiliated with State Bank by reason of their being 
children of officers, directors or employees of 
Applicant. 


5. All loans, and the terms thereof, made pursuant to 
the order shall be in accordance with the normal 
lending policies of State Bank and shall not be 
inconsistent with any policies of State Bank or of 
Applicant. 


6. Any guaranteed student loan to one individual, 
which when aggregated with all such previous 
student loans to such individual, exceeds $5,000.00 
shall be approved by the Board of Directors of State 
Bank or by an executive committee thereof pursuant 
to delegated authority. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11412/October 27, 1980 


In the Matter of 


INTERCAPITAL HIGH YIELD SECURITIES INC. 

INTERCAPITAL INDUSTRY-VALUED SECURITIES 
INC. 

INTERCAPITAL TAX-EXEMPT SECURITIES INC. 

iINTERCAPITAL LIQUID ASSET FUND INC. 

One Battery Park Plaza 

New York, New York 10004 


and 

DEAN WITTER REYNOLDS INC. 
130 Liberty Street 

New York, New York 10006 
(812-4620) 


ORDER PURSUANT TO SECTION 11(a) OF THE ACT 
PERMITTING CERTAIN OFFERS OF EXCHANGE AND 
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PURSUANT TO SECTION 6(c) OF THE ACT 
EXEMPTING APPLICANTS FROM THE PROVISIONS 
OF SECTION 22(d) OF THE ACT IN CONNECTION 
WITH SUCH EXCHANGES 


InterCapital High Yield Securities Inc., InterCapital 
Industry-Valued Securities Inc., InterCapital Tax- 
Exempt Securities Inc. and InterCapital Liquid Asset 
Fund Inc. (collectively, the “Funds”), registered, 
open-end, diversified, management investment 
companies, and Dean Witter Reynolds Inc. 
(collectively, with the Funds, “Applicants”) filed an 
application on February 27, 1980, and an 
amendment thereto on May 14, 1980, for an order 
pursuant to Section 1l(a) of the Investment 
Company Act of 1940 (“Act”) approving certain 
proposed offers of exchange of shares among the 
Funds on a basis other than their relative net asset 
values and pursuant to Section 6(c) of the Act 
exempting Applicants from the provisions of Section 
22(d) of the Act in connection with such exchanges. 


On September 4, 1980, a notice (Investment 
Company Act Release No. 11333) was issued of the 
filing of said application. The notice gave interested 
persons an opportunity to request a hearing and 
stated that an order disposing of the application 
would be issued as of course unless a hearing should 
be ordered. No request for a hearing has been filed 
and the Commission has not ordered a hearing. 


The matter has been considered and it is found that 
the granting of the application is appropriate in the 
public interest and consistent with the protection of 
investors and the purposes fairly intended by the 
policy and provisions of the Act. Accordingly, 


IT |S ORDERED, pursuant to Section 11(a) of the Act, 
that the terms of the proposed exchange offers be, 
and hereby are, approved, effective forthwith; and 


IT IS FURTHER ORDERED, pursuant to Section 6(c) 
of the Act, that the application for exemption from 
Section 22(d) of the Act, to the extent requested, be, 
and hereby is, granted, effective forthwith. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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INVESTMENT COMPANY ACT OF 1940 
Release No. 11413/October 27, 1980 


In the Matter of 


TRUST FOR LIQUID ASSETS 
421 Seventh Avenue 
Pittsburgh, Pennsylvania 15219 


(812-4712) 


ORDER PURSUANT TO SECTION 6(c) OF THE ACT 
GRANTING EXEMPTION FROM THE PROVISIONS OF 
SECTION 2(a)(41) OF THE ACT AND RULES 2a-4 
AND 22c-1 THEREUNDER 


Trust For Liquid Assets (“Applicant”), registered 
under the Investment Company Act of 1940 (“Act”) 
as an open-end, diversified, management 
investment company, filed an application on August 
13, 1980, requesting an order of the Commission, 
pursuant to Section 6(c) of the Act, exempting 
Applicant from the provisions of Section 2(a)(41) of 
the Act and Rules 2a-4 and 22c-1 thereunder, 
subject to conditions, to the extent necessary to 
permit Applicant’s assets to be valued at amortized 
cost. 


On September 18, 1980, a notice was issued 
(Investment Company Act Release No. 11360) of the 
filing of the application. The notice gave interested 
persons an opportunity to request a hearing and 
stated that an order disposing of the application 
would be issued as of course unless a hearing should 
be ordered. No request for a hearing has been filed, 
and the Commission has not ordered a hearing. 


The matter has been considered, and it is found that 
the granting of the application is appropriate in the 
public interest and consistent with the protection of 
investors and the policy and provisions of the Act. 
Accordingly, 


IT IS ORDERED, pursuant to Section 6(c) of the Act, 
that the requested exemption from the provisions of 
Section 2(a)(41) of the Act and Rules 2a-4 and 22c-1 
thereunder, to the extent necessary to permit 
Applicant’s assets to be valued at amortized cost, be 
and hereby is granted, effective forthwith, subject to 
the following conditions: 


1. In supervising Applicant's operations and 
delegating special responsibilities involving 
portfolio management to Applicant’s investment 
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adviser, the trustees undertake—as a particular 
responsibility within the overall duty of care owed to 
shareholders—to establish procedures reasonably 
designed, taking into account current market 
conditions and Applicant’s investment objectives, to 
stabilize Applicant’s net asset value per share, as 
computed for the purpose of distribution, 
redemption and repurchase, at $1.00 per share. 


2. Included within the procedures to be adopted by 
the trustees shall be the following: 


(a) Review by the trustees, as they deem appropriate 
and at such intervals as are reasonable in light of 
current market conditions, to determine the extent 
of deviation, if any, of the net asset value per share as 
determined by using available market quotations 
from Applicant’s $1.00 amortized cost price per 
share, and the maintenance of records of such 
review.! 


(b) In the event such deviation from Applicant’s 
$1.00 amortized cost price per share exceeds 1/2 of 
1 percent, a requirement that the trustees will 
promptly consider what action, if any, should be 
initiated by the trustees. 


(c) Where the trustees believe the extent of any 
deviation from Applicant’s $1.00 amortized cost 
price per share may result in material dilution or 
other unfair results to investors or existing 
shareholders, they shall take such action as they 
deem appropriate to eliminate or to reduce to the 
extent reasonably practicable such dilution or unfair 
results, which may include: redemption of shares in 
kind; selling portfolio instruments prior to maturity 
to realize capital gains or losses, or to shorten the 
average maturity of portfolio instruments of 
Applicant; withholding dividends; or utilizing a net 
asset value per share as determined by using 
available market quotations. 





'To fulfill this condition, Applicant intends to use 
actual quotations or estimates of market value 
reflecting current market conditions chosen by the 
trustees in the exercise of their discretion to be 
appropriate indicators of value which may include, 
inter alia, (1) quotations or estimates of market value 
for individual portfolio instruments, or (2) values 
obtained from yield data relating to classes of money 
market instruments published by reputable 
sources. 
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3. Applicant will maintain a dollar-weighted average 
portfolio maturity appropriate to its objective of 
maintaining a stable net asset value per share; 
provided, however, that Applicant will not (a) 
purchase any instrument with a remaining maturity 
of greater than one year, or (b) maintain a dollar- 
weighted average portfolio maturity which exceeds 
120 days.” 


4. Applicant will record, maintain, and preserve 
permanently in an easily accessible place a written 
copy of the procedures (and any modifications 
thereto) described in paragraph 1 above, and 
Applicant will record, maintain and preserve for a 
period of not less than six years (the first two years in 
an easily accessible place) a written record of the 
trustees’ considerations and actions taken in 
connection with the discharge of their 
responsibilities, as set forth above, to be included in 
the minutes of the trustees’ meetings. The 
documents preserved pursuant to this condition 
shall be subject to inspection by the Commission in 
accordance with Section 31(b) of the Act, as if such 
documents were records required to be maintained 
pursuant to rules adopted under Section 31(a) of the 
Act. 


5. Applicant will limit its portfolio investments, 
including repurchase agreements, to those United 
States dollar donominated instruments which the 
trustees determine present minimal credit risks, 
and which are of “high quality” as determined by any 
major rating service or, in the case of any instrument 
that is not rated, of comparable quality as 
determined by the trustees. 


6. Applicant will include in each quarterly report, as 
an attachment to Form N-1Q, a statement as to 
whether any action pursuant to paragraph 2(c) 
above was taken during the preceding fisca! quarter 
and, if any such action was taken, will describe the 
nature and circumstances of such action. 





2In fulfilling this condition, if the disposition of a 
portfolio security results in a dollar-weighted 
average portfolio maturity in excess of 120 days, 
Applicant will invest its available cash in such a 
manner as to reduce the dollar-weighted average 
portfolio maturity to 120 days or less as soon as 
reasonably practicable. 
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For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11414/October 28, 1980 


SEE 


SECURITIES ACT OF 1933 
Release No. 6254 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11415/October 28, 1980 


In the Matter of 


MIDWEST INCOME INVESTMENT COMPANY 
508 Dixie Terminal Building 
Cincinnati, Ohio 45202 


(812-4705) 


ORDER PURSUANT TO SECTION 6(c) OF THE ACT 
GRANTING EXEMPTIONS FROM THE PROVISIONS 
OF SECTION 2(a)(41) OF THE ACT AND RULES 2a-4 
AND 22c-1 THEREUNDER 


Midwest Income Investment Company 
(“Applicant”), registered under the Investment 
Company Act of 1940 (“Act”) as an open-end, non- 
diversified, management investment company, filed 
an application on July 25, 1980 requesting an order 
of the Commission, pursuant to Section 6(c) of the 
Act, exempting Applicant from the provisions of 
Section 2(a)(41) of the Act and Rules 2a-4 and 22c-1 
thereunder, to the extent necessary to permit 
Applicant’s assets to be valued at amortized cost. 


On September 18, 1980 a notice (Investment 
Company Act Release No. 11363) was issued of the 
filing of the application. The notice gave interested 
persons an opportunity to request a hearing and 
stated that an order disposing of the application 
would be issued as of course unless a hearing should 
be ordered. No request for a hearing has been filed, 
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and the Commission has not ordered a hearing. 


The matter having been considered, it is found that 
the granting of the requested exemptions is 
appropriate in the public interest and consistent 
with the protection of investors and the purposes 
fairly intended by the policy and provisions of the 
Act. Accordingly, 


IT IS ORDERED, pursuant to Section 6(c) of the Act, 
that the application for exemption from the 
provisions of Section 2(a)(41) of the Act and Rules 
2a-4 and 22c-1 thereunder, to the extent requested, 
be, and hereby is, granted, effective forthwith, 
subject to the following conditions to which 
Applicant has consented: 


1. In supervising Applicant’s operations and 
delegating special responsibilities involving its 
portfolio management to Applicant’s investment 
adviser, Applicant’s board of directors undertakes— 
as a particular responsibility within the overall duty 
of care owed to its shareholders—to establish 
procedures reasonably designed, taking into 
account current market conditions and Applicant’s 
investment objectives, to stabilize its net asset value 
per share as computed for the purpose of 
distribution, redemption and repurchase, at $1,000 
per share. 


2. Included within the procedures to be adopted by 
Applicant's board of directors shall be the following: 


(a) Review by Applicant’s board of directors, as it 
deems appropriate and at such intervals as are 
reasonable in light of current market conditions, to 
determine the extent of deviation, if any, of 
Applicant’s net asset value per share as determined 
by using available market quotations from the 
$1,000 amortized cost price per share, and the 
maintenance of records of such review.! 


(b) In the event such deviation from the $1,000 
amortized cost price per share of Applicant exceeds 
1/2 of 1 percent, a requirement that Applicant's 
board of directors will promptly consider what 
action, if any, should be initiated. 


(c) Where Applicant’s board of directors believes the 
extent of any deviation from the $1,000 amortized 
cost price per share may result in material dilution or 
other unfair results to investors or existing 
shareholders of Applicant, it shall take such action 
as it deems appropriate to eliminate or to reduce to 
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the extent reasonably practicable such dilution or 
unfair results, which may include: redemption of 
shares in kind; the sale of portfolio instruments prior 
to maturity to realize capital gains or losses, or to 
shorten Applicant’s average portfolio maturity; 
withholding dividends; utilizing a net asset value per 
share as determined by using available market 
quotations; or a revaluation of all or an appropriate 
portion of the portfolio based on current market 
factors. 


3. Applicant will maintain a dollar-weighted average 
portfolio maturity appropriate to its objective of 
maintaining a stable net asset value per share; 
provided, however, that Applicant will not (a) 
purchase any instrument with a remaining maturity 
of greater than one year, or (b) maintain a dollar- 
weighted average portfolio maturity which exceeds 
120 days.” 


4. Applicant will record, maintain, and preserve 
permanently in an easily accessible place a written 
copy of the procedures (and any modifications 
thereto) described in condition 1 above, and 
Applicant will record, maintain and preserve for a 
period of not less than six years (the first two years in 
an easily accessible place) a written record of its 
board of directors’ considerations and actions taken 
in connection with the discharge of their 
responsibilities, as set forth above, to be included in 
the minutes of its board of directors’ meetings. The 
documents preserved pursuant to this condition 





‘Applicant states that to fulfill this condition it 
intends to use actual quotations or estimates of 
market value reflecting current market conditions 
chosen by Applicant’s board of directors in the 
exercise of its discretion to be appropriate indicators 
of value. In addition, Applicant states that the 
quotations or estimates utilized may include, inter 
alia, (1) quotations or estimates of market value for 
individual portfolio instruments, or (2) values 
obtained from yield data relating to classes of money 
market instruments published by reputable 
sources. 


7In fulfilling this condition, if the disposition of a 
portfolio security results in a dollar-weighted 
average portfolio maturity in excess of 120 days, 
Applicant will invest its available cash in such a 
manner as to reduce its dollar-weighted average 
portfolio maturity to 120 days or less as soon as 
reasonably practicable. 
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shall be subject to inspection by the Commission in 
accordance with Section 31(b) of the Act as though 
such documents were records required to be 
maintained pursuant to rules adopted under Section 
31(a) of the Act. 


5. Applicant will limit its portfolio investments, 
including repurchase agreements, to those United 
States dollar-denominated instruments which its 
board of directors determines present minimal 
credit risks, and which are of “high quality” as 
determined by any major rating service or, in the 
case of any instrument that is not rated, of 
comparable quality as determined by its board of 
directors. 


6. Applicant will include in each quarterly report, as 
an attachment to Form N-1Q, a statement as to 
whether any action pursuant to condition 2(c) was 
taken during the preceding fiscal quarter, and, if any 
action was taken, will describe the nature and 
circumstances of such action. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11416/October 30, 1980 


in the Matter of 


THE RESERVE FUND, INC. 
810 Seventh Avenue 
New York, New York 10019 


(812-4674) 


ORDER PURSUANT TO SECTION 6(c) OF THE ACT 
GRANTING EXEMPTION FROM THE PROVISIONS OF 
SECTION 2(a)(41) OF THE ACT AND RULES 2a-4 
AND 22c-1 THEREUNDER 


The Reserve Fund, Inc. (“Applicant”), registered 
under the Investment Company Act of 1940 (“Act”) 
aS an open-end, non-diversified, management 
investment company, filed an application on May 1, 
1980, and an amendment thereto on July 22, 1980, 
pursuant to Section 6(c) of the Act, for an order of the 
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Commission exempting Applicant from the 
provisions of Section 2(a)(41) of the Act, and Rules 
2a-4 and 22c-1 thereunder, to the extent necessary 
to permit Applicant’s assets to be valued at 
amortized cost. 


On October 2, 1980, a notice was issued (Investment 
Company Act Release No. 11385) of the filing of the 
application. The notice gave interested persons an 
opportunity to request a hearing and stated that an 
order disposing of the application would be issued as 
of course unless a hearing should be ordered. No 
request for a hearing has been filed, and the 
Commission has not ordered a hearing. 


The matter has been considered, and it is found that 
the granting of the requested exemption is 
appropriate in the public interest and consistent 
with the protection of investors and the purposes 
fairly intended by the policy and provisions of the 
Act. Accordingly, 


IT IS ORDERED, pursuant to Section 6(c) of the Act, 
that the application for an order of exemption from 
the provisions of Section 2(a)(41) of the Act, and 
Rules 2a-4 and 22c-1, thereunder, to the extent 
necessary to permit Applicant’s assets to be valued 
at amortized cost as set forth in the application, be 
and hereby is granted, effective forthwith, subject to 
the following conditions agreed to by Applicant: 


1. In supervising Applicant’s operations and 
delegating special responsibilities involving 
portfolio management to Applicant’s investment 
manager, Applicant’s Board of Directors 
undertakes—as a particular responsibility within the 
overall duty of care owed to its shareholders—to 
establish procedures reasonably designed, taking 
into account current market conditions and 
Applicant’s investment objective, to stabilize 
Applicant’s net asset value per share, computed for 
the purpose of distribution, redemption and 
repurchase, at $1.00 per share. 


2. Included within the procedures to be adopted by 
the Board of Directors shall be the following: 


(a) Review by the Board of Directors, as it deems 
appropriate and at such intervals as are reasonable 
in light of current market conditions, to determine 
the extent of deviation, if any, of Applicant’s net asset 
value per share determined by reference to market 
factors from Applicant’s $1.00 amortized cost price 
per share, and the maintenance of records of such 
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review.! 


(b) In the event such deviation from Applicant’s 
$1.00 amortized cost price per share exceeds 1/2 of 
1 percent, a requirement that the Board of Directors 
will promptly consider what action, if any, should be 
initiated. 


(c) Where the Board of Directors believes the extent 
of any deviation from Applicant’s $1.00 amortized 
cost price per share may result in material dilution or 
other unfair results to investors or existing 
shareholders, it shall take such action as it deems 
appropriate to eliminate or reduce to the extent 
reasonably practicable such dilution or unfair 
results, which may include: selling portfolio 
instruments prior to maturity to realize capital gains 
or losses, or to shorten Applicant’s average portfolio 
maturity; withholding dividends; redemption of 
shares in kind; or utilizing a net asset value per share 
as determined by using available market quotations. 


(3) Applicant will maintain a_ dollar-weighted 
average portfolio maturity appropriate to its 
objective of maintaining a stable net asset value per 
share; provided, however, that Applicant will not (a) 
purchase any instrument with a remaining maturity 
of greater than one year (unless subject to a 
repurchase agreement with a maturity of one year or 
less), or (b) maintain a dollar-weighted average 
portfolio maturity in excess of 120 days. If the 
dispositioin of a portfolio instrument results in a 
dollar-weighted average portfolio maturity in excess 
of 120 days, Applicant will invest its available cash in 
such a manner as to reduce such average maturity to 
120 days or less as soon as reasonably practicable. 


(4) Applicant will record, maintain and preserve 
permanently in an easily accessible place a written 
copy of the procedures (and any modifications 
thereto) described in paragraph 1. above, and 
Applicant will record, maintain and preserve for a 
period of not less than six years (the first two years in 
an easily accessible place) a written record of the 
Board of Directors’ considerations and actions taken 
in connection with the discharge of its 
responsibilities, as set forth above, to be included in 





To fulfill this condition, Applicant intends to use 
available market quotations in its current valuation 
system and any other indicators of market value of 
portfolio instruments which its Board of Directors 
from time to time may consider appropriate. 
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the minutes of the Board of Directors’ meetings. The 
documents preserved pursuant to this condition 
shall be subject to inspection by the Commission in 
accordance with Section 31(b) of the Act, as if such 
documents were records required to be maintained 


pursuant to rules adopted under Section 31(a) of the 
Act. 


(5) Applicant will limit its portfolio investments, 
including repurchase agreements, to those United 
States dollar denominated instruments which the 
Board of Directors determines present minimal 
credit risks, and which are of “high quality” as 
determined by any major rating service or, in the 
case of any instrument that is not rated, of 
comparable quality as determined by the Board of 
Directors. 


(6) Applicant will include in each quarterly report, as 
an attachment to Form N-1Q, a statement as to 
whether any action pursuant to paragraph 2(c) 
above was taken during the preceding fiscal quarter 
and, if any such action was taken, will describe the 
nature and circumstances of such action. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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INVESTMENT COMPANY ACT OF 1940 
Release No. 11417/October 30, 1980 


In the Matter of 


CAPITAL CORPORATION OF AMERICA 
BARTON M. BANKS 

and 

MARTIN M. NEWMAN 

1521 Walnut Street 

Philadelphia, Pennsylvania 


(812-4561) 


ORDER PURSUANT TO SECTION 17(d) OF THE ACT 
AND RULE 17d-1 THEREUNDER 


Capital Corporation of America (“CCA”), registered 
under the Investment Company Act of 1940 (“Act”) 
as a non-diversified, closed-end, management 
investment company and a federal licensee under 
the Small Business Investment Act of 1958, Martin 
M. Newman (“Newman”), president and director of 
CCA, and Barton M. Banks (“Banks”), secretary and 
director of CCA, filed an application on November 2, 
1979, and an amendment thereto on June 16, 1980, 
for an order of the Commission, pursuant to Section 
17(d) of the Act and Rule 17d-1 thereunder, 
permitting Banks and Newman to enter into, and 
perform pursuant to, employment agreements with 
CCA which were negotiated in connection with the 
sale of a controlling interest in CCA. 


On August 13, 1980, a notice was issued 
(Investment Company Act Release No. 11304) of the 
filing of the application. The notice gave interested 
persons an opportunity to request a hearing and 
stated that an order disposing of the application 
would be issued as of course unless a hearing should 
be ordered. No request for a hearing has been filed, 
and the Commission has not ordered a hearing. 


The matter has been considered and it is found, on 
the basis of the information stated in the application, 
that the participation of CCA in the proposed 
transaction, on the basis proposed, will be 
consistent with the provisions, policies and 
purposes of the Act, and that such participation will 
be on a basis not less advantageous than that of 
other participants. Accordingly, 


IT IS ORDERED, pursuant to Section 17(d) of the Act 


and Rule 17d-1 thereunder, that the proposed 
transaction be, and hereby is, permitted, effective 
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forthwith. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11418/October 30, 1980 


In the Matter of 


GIRARD HIGH YIELD CORPORATE FUND 
10960 Wilshire Boulevard 

Suite 336 

Los Angeles, California 90024 


(811-2702) 


NOTICE OF FILING OF APPLICATION PURSUANT TO 
SECTION 8(f) OF THE INVESTMENT COMPANY ACT 
OF 1940 FOR AN ORDER DECLARING THAT 
APPLICANT HAS CEASED TO BE AN INVESTMENT 
COMPANY 


NOTICE IS HEREBY GIVEN that Girard High Yield 
Corporate Fund (“Applicant”), registered under the 
Investment Company Act of 1940 (‘Act’) as a 
diversified, open-end, management investment 
company filed an application on August 25, 1980, 
pursuant to Section 8(f) of the Act, for an order of the 
Commission declaring that Applicant has ceased to 
be an investment company as defined in the Act. All 
interested persons are referred to the application on 
file with the Commission for a statement of the 
representations contained therein, which are 
summarized below. 


Applicant, a California corporation, registered under 
the Act on November 10, 1976. On or about that 
same date it filed a registration statement (File No. 2- 
57616) on Form S-5 under the Securities Act of 1933 
covering 100,000 shares of its common stock in 
connection with a proposed public offering of its 
shares. On August 1, 1977, Applicant filed a request 
to withdraw this registration statement, and on 
September 28, 1977, the Commission issued an 
order permitting Applicant to withdraw its 
registration statement pursuant to Rule 477 under 
the 1933 Act, 17 CFR 230.477. Thus, Applicant has 
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never engaged in a public offering of shares of its 
common stock. 


Applicant states that it has no securityholders. The 
application states that Applicant does not have any 
assets or liabilities currently outstanding, and that it 
is not a party to any litigation or administrative 
proceeding. The application further states that 
Applicant is presently an inactive corporation 
under California law, and is not engaged in and does 
not propose to engage in any business activities 
other than those necessary for the winding up of its 
affairs. Finally, Applicant states that it has not within 
the last eighteen months transferred any of its assets 
to a separate trust the beneficiaries of which were or 
are securityholders of Applicant. 


Section 8(f) of the Act provides in pertinent part, that 
whenever the Commission, on its own motion or 
upon application, finds that a registered investment 
company has ceased to be an investment company, 
it shall so declare by order, and upon the 
effectiveness of such order the registration of such 
company shall cease to be in effect. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than November 24, 1980, at 
5:30 p.m., submit to the Commission in writing, a 


request for a hearing on the application 
accompanied by a statement as to the nature of his 
interest, the reasons for such request and the issues, 
if any, of fact or law proposed to be controverted, or 
he may request that he be notified if the Commission 
shall order a hearing thereon. Any such 
communication should be addressed: Secretary, 
Securities and Exchange Commission, Washington, 
D.C. 20549. A copy of such request shall be served 
personally or by mail upon Applicant at the address 
stated above. Proof of such service (by affidavit or, in 
the case of an attorney-at-law, by certificate) shall be 
filed contemporaneously with the request. As 
provided by Rule 0-5 of the Rules and Regulations 
promulgated under the Act, an order disposing of the 
application herein will be issued as of course 
following said date unless the Commission 
thereafter orders a hearing upon request or upon the 
Commission’s own motion. Persons who request a 
hearing, or advice as to whether a hearing is ordered, 
will receive any notices and orders issued in this 
matter, including the date of the hearing (if ordered) 
and any postponements thereof. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 
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George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11419/October 30, 1980 


In the Matter of 


GIRARD FEDERAL TAX EXEMPT FUND 
10960 Wilshire Boulevard 

Suite 336 

Los Angeles, CA 90024 


(811-2697) 


NOTICE OF FILING OF APPLICATION PURSUANT TO 
SECTION 8(f) OF THE INVESTMENT COMPANY ACT 
OF 1940 FOR AN ORDER DECLARING THAT 
APPLICANT HAS CEASED TO BE AN INVESTMENT 
COMPANY 


NOTICE IS HEREBY GIVEN that Girard Federal Tax 
Exempt Fund (“Applicant”), registered under the 
Investment Company Act of 1940 (“Act”) as a 
diversified, open-end, management investment 
company filed an application on August 25, 1980, 
pursuant to Section 8(f) of the Act, for an order of the 
Commission declaring that Applicant has ceased to 
be an investment company as defined in the Act. All 
interested persons are referred to the application on 
file with the Commission for a statement of the 
representations contained therein, which are 
summarized below. 


Applicant, a California corporation, registered under 
the Act on October 26, 1976. On or about the same 
date it filed a registration statement on Form S-5 
under the Securities Act of 1933 covering 100,000 
shares of its common stock in connection with a 
proposed public offering of its shares. On August 1, 
1977, Applicant filed a request to withdraw this 
registration statement, and on September 28, 1977, 
the Commission issued an order permitting 
Applicant to withdraw its registration statement 
pursuant to Rule 477 under the 1933 Act, 17 CFR 
230.477. Thus, Applicant has never engaged in a 
public offering of shares of its common stock. 


Applicant states that it has no securityholders. The 


application states that Applicant does not have any 
assets or liabilities currently outstanding, and that it 
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is not a party to any litigation or administrative 
proceedings. The application further states that 
Applicant is presently an inactive corporation under 
California law, and is not engaged in and does not 
propose to engage in any business activities other 
than those necessary for the winding up of its affairs. 
Finally, Applicant states that it has not within the last 
eighteen months transferred any of its assets to a 
separate trust the beneficiaries of which were or are 
securityholders of Applicant. 


Section 8(f) of the Act provides, in pertinent part, 
that whenever the Commission, on its own motion or 
upon application, finds that a registered investment 
company has ceased to be an investment company, 
it shall so declare by order, and upon the 
effectiveness of such order the registration of such 
company shall cease to be in effect. 


NOTICE IS FURTHER GIVEN that any interersted 
person may, not later than November 24, 1980, at 
5:30 p.m., submit to the Commission in writing, a 
request for a hearing on the application 
accompanied by a statement as to the nature of his 
interest, the reasons for such request and the issues, 
if any, of fact or law proposed to be controverted, or 
he may request that he be notified if the Commission 
shall order a hearing thereon. Any such 
communication should be addressed: Secretary, 
Securities and Exchange Commission, Washington, 
D.C. 20549. A copy of such request shall be served 
personally or by mail upon Applicant at the address 
stated above. Proof of such service (by affidavit or, in 
the case of an attorney-at-law, by certificate) shall be 
filed contemporaneously with the request. As 
provided by Rule 0-5 of the Rules and Regulations 
promulgated under the Act, an order disposing of the 
application herein will be issued as of course 
following said date unless the Commission 
thereafter orders a hearing upon request or uponthe 
Commission’s own motion. Persons who request a 
hearing, or advice as to whether a hearing is ordered, 
will receive any notices and orders issued in this 
matter, including the date of the hearing (if ordered) 
and any postponements thereof. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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INVESTMENT COMPANY ACT OF 1940 
Release No. 11420/October 30, 1980 


In the Matter of 


FIRST INVESTORS LIFE INSURANCE COMPANY 

FIRST INVESTORS LIFE VARIABLE ANNUITY 
FUNDA 

FIRST INVESTORS SPECIAL BOND FUND, INC. 

c/o First Investors Life Insurance Company 

120 Wall Street 

New York, NY 10005 


(812-4663) 


ORDER PURSUANT TO SECTION 11 OF THE ACT 
APPROVING A CERTAIN OFFER OF EXCHANGE AND 
PURSUANT TO SECTION 6(c) OF THE ACT 
GRANTING EXEMPTIONS FROM THE PROVISIONS 
OF SECTIONS 26(a) AND 27(c)(2) 


First Investors Life Variable Annuity Fund A 
(“Variable Annuity Fund A”), a unit investment trust 
registered under the Investment Company Act of 
1940 (“Act”), First Investors Special Bond Fund, Inc. 
(“Bond Fund”), a diversified open-end management 
investment company registered under the Act and 
First Investors Life Insurance Company (the 
“Company”) (hereinafter collectively referred to as 
“Applicants”), filed an application on April 16, 1980 
and an amendment thereto on May 20, 1980, 
pursuant to Section 6(c) of the Act for an order 
exempting Applicants from the provisions of 
Sections 26(a) and 27(c)(2) and for approval of a 
certain offer of exchange pursuant to Section 11 of 
the Act. 


On July 23, 1980, a notice was issued (Investment 
Company Act Release No. 11272) of the filing of the 
Application. The notice gave interested persons an 
opportunity to request a hearing and stated that an 
order disposing of the application would be issued as 
of course unless a hearing should be ordered. No 
request for a hearing has been filed and the 
Commission has not ordered a hearing. 


The matter has been considered, and it is found that 
the granting of the requested order is appropriate in 
the public interest and consistent with the protection 
of investors and the purposes fairly intended by the 
policy and provisions of the Act. Accordingly, 


IT IS ORDERED, pursuant to Section 11 of the Act, 
that the proposed exchange offer be, and hereby is, 
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approved, effective forthwith. 


IT IS FURTHER ORDERED, pursuant to Section 6(c) 
of the Act, that the application for exemption from 
the provisions of Section 26(a) and Section 27(c)(2) 
be, and hereby is granted effective forthwith. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 








INVESTMENT ADVISERS ACT OF 1940 





INVESTMENT ADVISERS ACT OF 1940 
Release No. 736/October 27, 1980 


SEE 


SECURITIES EXCHANGE ACT OF 1934 
Release No. 17250/October 27, 1980 








LITIGATION 





Litigation Release No. 9219/October 29, 1980 


UNITED STATES v. ROBERT F. DZIURGOT (D.N.H.) 
(Criminal No. 79-38-01-D) 


Willis H. Riccio, Administrator of the Boston 
Regional Office of the United States Securities and 
Exchange Commission, and the Honorable William 
H. Shaheen, United States Attorney for the District of 
New Hampshire, today announced that Robert F. 
Dziurgot an attorney, of New Ipswich, New 
Hampshire and New York City, New York was 
sentenced by Chief District Court Judge Shane 
Devine, to two five year terms in federal prison to run 
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concurrently, as the result of his conviction by a 
federal jury at Concord, New Hampshire. The jury 
had returned its verdict on September 23, 1980. 
Dziurgot had been convicted on one count of 
transporting in interstate commerce/ and one count 
of having received and converted certain stolen 
securities, that is, ten (10) 1961 City of Sunnyvale, 
California Municipal Improvement Bonds valued at 
$50,000. 


The Court ordered the two five year concurrent 
sentences to be served consecutively to a two year 
sentence which Dziurgot received for income tax 
evasion in a separate trial. In pronouncing sentence 
Chief Judge Devine stated: “Because he (Dziurgot) 
was an attorney, his benavior was a blot.” 


Presentation of the case was handled by Ruthann 
Niosi and Robert J. Lynn, Assistant U.S. Attorneys on 
the staff of Mr. Shaheen. Investigation in the case 
was handled by Arthur F. Carr, Chief Enforcement 
Attorney of our Boston Regional Office. 


(For further information see Litigation Releases Nos. 
LR-9187 and LR-8954.). 





Litigation Release No. 9220/October 29, 1980 


SECURITIES AND EXCHANGE COMMISSION v. 
CANTOR FITZGERALD AGENCY CORP., CLARENCE 
G. THARP, PAUL LANZA, RICHARD E. MEARS, 
GEORGE DEQUATTRO, JOHN P. TERRANOVA AND 
VINCENT BARATTA, 80 Civil-6137 (S.D.N.Y., 1980) 


The Securities and Exchange Commission 
(“Commission”) today announced the filing of a 
complaint in the United States District Court for the 
Southern District of New York seeking injunctive 
relief against Cantor Fitzgerald Agency Corp. 
(“Agency”), New York, New York, an unregistered 
broker-dealer, Clarence G. Tharp (“Tharp”), Roswell, 
Georgia, Paul Lanza (“Lanza”), Brooklyn, New York, 
Richard E. Mears (“Mears”), Saddle River, New 
Jersey, George DeQuattro (“DeQuattro”), Brooklyn, 
New York, John P. Terranova (“Terranova”), Syosset, 
New York and Vincent Baratta (“Baratta”), Keyport, 
New Jersey. The individual defendants are present 
or former officers and/or directors of Agency. The 
complaint alleges that the defendants violated and 
aided and abetted violations of certain of the anti- 
fraud provisions of the Securities Act of 1933 and the 
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Securities Exchange Act of 1934 in connection with 
transactions in U.S. Government guaranteed 
securities, including Government National Mortgage 
Association (“GNMA”) and Federal Home Loan 
Mortgage Corporation (“FHLMC”) securities. 


The Commission alleges in its complaint that Tharp, 
Lanza, Mears and Baratta caused Agency to enter 
into numerous adjusted trades with several thrift 
institutions, including savings and loan associations 
and at least one credit union. In such transactions 
involving immediate (within thirty days) and forward 
deliveries, it is alleged, Agency falsely confirmed 
purchases of GNMA and FHLMC securities from 
customers at above market prices without disclosing 
that such purchases were conditioned upon 
contemporaneous sales to such customers of like 
securities at above market prices. These 
transactions were allegedly used to defer 
recognition of losses which occurred when the 
market prices of the securities held by or committed 
to be purchased by customers declined, in the hope 
that such market prices would rise and eliminate or 
reduce customers’ losses. The Commission alleges 
that in many instances Agency also required 
customers to pay fees to cover any loss to Agency on 
such transactions, and that such fees were falsely 
stated to be refundable. 


The Commission also alleges that Tharp, Lanza, 
Mears and Baratta caused Agency to enter into 
numerous advance fee trades with thrift institutions. 
In such transactions, the Commission alleges 
Agency paid the customer one point (1% of the 
principal amount of the transaction) after trade date, 
which the Commission alleges the customer 
typically recognized as current income. It is alleged 
Agency falsely confirmed such transactions at 
prices one point above the market prices, and that 
customers typically recorded the purchase of 
securities in advance fee transactions at prices 
inflated by the one point fee. 


The Commission further alleges that Agency, aided 
and abetted by the individual defendants, engaged 
in adjusted trades in standby transactions (i.e., 


trades for optional forward delivery). In such 
transactions, it is alleged, Agency purchased from 
thrift institutions existing standby commitments at 
above market prices and contemporaneously sold to 
such customers new standby commitments at 
above then current market prices. In connection 
with the sale by Agency of such new standby 
commitments, the complaint alleges that Agency 
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purchased a matching standby from a third party 
from who it received a relatively large fee and passed 
onto the thrift institution an unreasonably small 
portion of that fee. The complaint also alleges that 
Agency falsely confirmed such transactions to its 
thrift institution customers and failed to disclose 
certain material elements of such transactions. 


The Commission further alleges that Terranova, 
DeQuattro and Mears, as control persons of Agency, 
a broker-dealer, were responsible for the conduct of 
its business, and that they acted in reckless 
disregard of their duty to assure that the alleged 
violations of law by Agency did not occur. 


It is also alleged that Agency and Tharp in 
connection with its transactions with one credit 
union provided the former portfolio manager of that 
credit union with entertainment in an apparent 
attempt to influence securities portfolio decisions. 


Simultaneously with the filing of the complaint, 
Agency, Terranova, Tharp, Lanza, DeQuattro, and 
Baratta consented to the entry of a final judgment of 
permanent injunction, without admitting or denying 
the allegations contained in the complaint. Mears 
remains a defendant in the Commission action. 


Agency also has consented to pay to the Clerk of the 
Court in cash all monies, if any, in excess of the 
amount paid for its issued and outstanding stock, as 
reflected in its books of account, after liquidation of 
its present commitments and payment of, or making 
provision for payment of, all indebtedness justly 
owed by Agency, including subordinated 
indebtedness. Agency has also agreed that such 
monies, if any, shall be distributed pursuanttoa plan 
of distribution to be submitted to and approved by 
the Commission staff, and that Agency shall make 
full and complete accounting to the Commission 
staff when the staff deems it appropriate. 
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Litigation Release No. 9221/October 29, 1980 


SECURITIES AND EXCHANGE COMMISSION v. 
SCHEER FINANCIAL CORPORATION, ET AL. Civ. No. 
76-C-3567 (N.D. Ill.) 


William D. Goldsberry, Administrator of the Chicago 
Regional Office, announced that on August 6, 1980, 
the Honorable John F. Grady, Judge of the United 
States District Court for the Northern District of 
Illinois, Chicago, denied the Commission’s Motion 
for Reconsideration of part of the Court’s order 
entered after trial on December 14, 1978, 
dismissing Kent B. Rogers as a defendant in the case 
of Securities and Exchange Commission v. Scheer 
Financial Corporation, et al. 


The Commission’s Complaint in the matter, filed on 
September 24, 1976, alleged that Rogers and others 
violated the anti-fraud and reporting provisions of 
the Federal securities laws in that they filed and 
caused to be filed by Seaboard Lift Insurance 
Company of America, a reporting company, a Form 
8-K report for the month of February, 1975, which 
report it was alleged was false and misleading. 


The Commission’s action against the other 
defendants had previously been concluded by a 
consent decree of permanent injunction and a 
default. 


For further information, see Litigation Release Nos. 
7595 and 8465. 





Litigation Release No. 9222/October 30, 1980 


SECURITIES AND EXCHANGE COMMISSION v. 
DANIEL H. O'CONNELL, ARTHUR D. TANNER 
(United States District Court for the Southern District 
of New York) (Civil Action No. 80-6183) 


The Securities and Exchange Commission today 
announced the filing of a complaint in the United 
States District Court for the Southern District of New 
York seeking injunctive and other equitable relief 
against Daniel H. O’Connell (“O’Connell”) and Arthur 
D. Tanner (“Tanner’) of Tucson, Arizona. The 


complaint alleged that O’Connell and Tanner 
violated the anti-fraud provisions of the Securities 
Exchange Act of 1934 by purchasing the common 
stock of Catalina Savings and Loan Association 
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(“Catalina”) on the basis of material non-public 
information concerning a proposed tender offer for 
all of the outstanding shares of Catalina common 
stock by D.W. Ludwig (“Ludwig”), a shipping 
magnate. Without admitting or denying the 
allegations contained in the complaint, Tanner and 
O’Connell consented to the entry of Final Judgments 
of Permanent Injunction enjoining O’Connell and 
Tanner from further violations of the anti-fraud 
provisions of the federal securities laws and ordering 
them to disgorge profits of $17,800 and $32,375, 
respectively, which were derived from the purchase 
of Catalina common stock. 


The complaint alleged that on the evening of August 
14, 1980, O'Connell, a Tucson attorney, and Tanner, 
a Tucson businessman, learned from a director of 
Catalina, that Catalina’s Board of Directors had voted 
unanimously to recommend that Catalina’s 
shareholders accept a tender offer by Ludwig for all 
of the outstanding shares of Catalina common stock. 
They also learned that the company intended to 
announce this information the following day. That 
evening, both O’Connell and Tanner telephoned 
their brokers at home and placed orders to purchase 
1600 and 3000 shares of Catalina common stock, 
respectively, at the opening of trading the following 
day. On the basis of such information and without 
disclosing such information, O’Connell’s order was 
executed at approximately 11:00 a.m. Eastern 
Daylight Time (“E.D.T.”) on August 15, 1980, 1000 
shares at $10 per share and 600 shares at $11 per 
share. At approximately the same time, Tanner’s 
order was executed, 1000 shares at $10, 700 shares 
at $10-1/4, 100 shares at $10-1/2, 200 shares at 
$10-3/4, 200 shares at $11, 200 shares at $11-3/4 
and 600 shares at $12. At 11:30 a.m. E.D.T. Catalina 
announced that it had received an offer of $26.5 
million from Ludwig for all of the outstanding shares 
of its common stock and further stated that 
Catalina’s Board of Directors had voted to 
recommend the offer to Catalina’s shareholders. 
This matter was referred to the Commission by the 
market surveillance staff of the National Association 
of Securities Dealers. 
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Litigation Release No. 9223/October 30, 1980 


SEC v. UNION PETROCHEMICAL CORP. OF NEVADA, 
INC., ET AL. (N.D. Tex./Wichita Falls Division) (CA 
No. 7-8056) 


T. Christopher Browne, Assistant Administrator of 
the Fort Worth Regional Office, announced that on 
October 9, 1980, the Honorable Eldon Mahon of the 
United States District Court for the Northern District 
of Texas, Wichita Falls Division, entered an order 
permanently enjoining Union Petrochemical Corp. 
of Nevada, Inc. (Union Petrochemical), Thomas R. 
Kelly (T. Kelly) and Jerry Pinkston (Pinkston), all of 
Wichita Falls, Texas, from further violations of the 
registration and antifraud provisions of the federal 
securities laws. Defendants Union Petrochemical, T. 
Kelly and Pinkston consented to the entry of the 
Order of Permanent Injunction without admitting or 
denying the allegations of the complaint. 


The Commission’s complaint specifically alleged 
that the defendants have engaged in the offer and 
sale of unregistered securities, namely, the common 
stock of Union Petrochemical, to investors 
throughout the United States. The complaint further 
alleged that in connection with the offer and sale of 
these securities, the defendants made material 
misrepresentations and omitted to state material 
facts, concerning, among other things: the 
registration of the securities of Union 
Petrochemical; the nature of Union Petrochemical’s 
business and the profitability of its operations; the 
nature, extent and value of the assets of Union 
Petrochemical and its subsidiaries; the nature, 
extent, value, recoverability and marketability of oil 
from Union Petrochemical oil leases; the ownership 
of precious metal mines and the existence of mining 
operations by Union Petrochemical; the nature, 
extent, value, recoverability and processing of ore 
from Union Petrochemical mineral interests; and 
the existence of audited financial statements of 
Union Petrochemical and its subsidiary K&D. 





Litigation Release No. 9224/October 30, 1980 


SECURITIES AND EXCHANGE COMMISSION v. 
GERALD L. ROGERS, ET AL. (United States District 
Court for the Central District of California Civil Action 
No. 80-04841) 
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The Commission announced today that it filed inthe 
United States District Court for the Central District of 
California a civil injunctive action seeking a 
temporary restraining order and preliminary and 
permanent injunctions against Gerald L. Rogers 
(“Rogers”), believed to be a resident of the Los 
Angeles, California area, and International Monetary 
Exchange, S.A. (“IME”) of Panama and Woodland 
Hills, California, and a permanent injunction against 
Kallen, Grant & Kosnett (“KGK”), Richard B. Grant 
(“Grant”), James V. Kosnett (“Kosnett”), Paula 
Molino d/b/a Telecom (“Molino”), Harry G. 
Abercrombie (“Abercrombie”), Jay Morgan 
(“Morgan”), Arnold P. Lepone (“Lepone”), and John 
F. Sheridan (“Sheridan”), all of whom are believed to 
reside in the Los Angeles, California area, Norsul Oil 
& Mining, Ltd. (“Norsul”) and Wayne E. Fowler 
(“Fowler”) of Albany, Georgia, Albert Pitts (“Pitts”) of 
Media, Pennsylvania, William A. Kawata (“Kawata”) 
and Thomas B. Moore (“More”), both of whom are 
believed to reside in the Seattle, Washington area, 
James G. Mongello (“Mongello”), believed to reside 
in Scottsdale, Arizona, Charles J. Quattrocchi, Jr. 
(“Quattrocchi”) of Indianapolis, Indiana, Robert G. 
Braem (“Braem”) of Allentown, Pennsylvania, 
Compagnie Miniere Paul Isnard, S.A.R.L. (“CMPI 
(SARL)”) of French Guiana, and Diversiones 
Internacionales, S.A. (“DISA”) of Panama. The 
Complaint alleges violations of certain registration 
and anti-fraud provisions of the Securities Act of 
1933 (“Securities Act”) and of certain anti-fraud, 
filing and registration provisions of the Securities 
Exchange Act of 1934 (“Exchange Act”) and the 
rules thereunder in connection with the sale of a tax 
shelter program labeled “Gold for Tax Dollars.” 
Additionally, the Commission seeks to have Rogers 
adjudged in civil contempt of the Court for violating 
the provisions of a permanent injunction entered 
against him in an earlier action. The permanent 
injunction was entered on his consent and prohibits 
Rogers from violating the registration and anti-fraud 
provisions of the federal securities laws. 


The Complaint alleges that the defendants have 
violated and are violating the federal securities laws 
by engaging in the offer and sale of unregistered 
securities, labeled “Gold for Tax Dollars,” involving 
interests in purported placer gold mining “claims” in 
Panama and French Guiana and related financial 
and mining services. The Complaint alleges that, in 
connection with the offer and sale of “Gold for Tax 
Dollars” securities, defendants falsely represented 
material facts to investors including, inter alia, that 


SEC DOCKET/411 





investors would obtain 400 or 500% federal income 
tax “write-offs” and substantial “gold profits.” The 
Complaint also alleges that defendants failed to 
disclose to investors, inter alia, that the promised 
development expenditures upon which the tax 
“write-offs” are based have not and need not be 
made; that the amount of monies invested for 
development was far in excess of necessary 
expenditures; that explorations and/or initial 
operations found and produced gold in materially 
lower quantities than represented; and that with 
respect to investments in Panama, DISA, the lessor 
of the “claims,” had not acquired an interest in the 
properties at the time they were leased to investors 
in 1978. 


The Complaint also alleges that defendants failed to 
disclose to investors that Rogers controlled the “Gold 
for Tax Dollars” offering and that Rogers was 
permanently enjoined from violating the federal 
securities laws. 


The Complaint also alleges that defendants failed to 
disclose that IME was held in civil contempt of a 
federal district court for failure to obey the court’s 
order to comply with a subpoena duces tecum 
issued by the Commission seeking information 
concerning investments in “Gold for Tax Dollars” 
securities. IME was fined $10,000 per day until it 
cures its contempt. A judgment of $610,000 has 
been entered against IME for fines accruing prior to 
October 8, 1980. 


With respect to KGK, Grant and Kosnett, the 
Complaint alleges that they provided tax opinions 
which were disseminated with “Gold for Tax Dollars” 
offering materials to induce investors to buy the 
securities and to persuade the investors as to the 
bona-fides of the “Gold for Tax Dollars” offering. The 
Complaint alleges that in their tax opinion letters, 
KGK, Grant and Kosnett failed to fully and fairly 
describe material risks of adverse tax treatment by 
the Internal Revenue Service and the courts with 
respect to the deduction of purported development 
expenses. The Complaint also alleges that KGK, 
Grant and Kosnett rendered a false and misleading 
securities opinion letter that was disseminated to 
“Gold for Tax Dollars” sales agents which, inter alia, 
represented that interests in “Gold for Tax Dollars” 
are not subject to the federal securities laws. 


The Complaint alleges that Norsul and Fowler act as 


the “Gold Extraction Contractor” for “Gold for Tax 
Dollars” and that they, inter alia, misrepresentedina 
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letter disseminated in “Gold for Tax Dollars” offering 
materials that gold is found in commercial 
quantities in the entire French Guiana concession 
and misrepresented to investors that the 
development and extraction costs charged by “Gold 
for Tax Dollars” were reasonable. The Complaint also 
alleges that Norsul and Fowler filed false and 
misleading reports with the Commission concerning 
Norsul’s activities with respect to “Gold for Tax 
Dollars.” Additionally, the Complaint alleges that 
periodic reports required by the Exchange Act have 
repeatedly been filed late. 


With respect to Molino, Abercrombie, Morgan, 
Lepone, Sheridan, Pitts, Kawata, Moore, Mongello, 
Quattrocchi, and Braem, the Complaint alleges that 
they participated in or assisted the offer and sale of 
“Gold for Tax Dollars” securities. 
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Admin. Proc. File No. 3-5971 
In the Matter of 
NORLIN G. BOYUM 


7851 Metro Parkway 
Minneapolis, Minnesota 55420 


ORDER INSTITUTING AND SETTLING RULE 2(e) 
PROCEEDING 


This Opinion and Order under Rule 2(e) of the 
Commission’s Rules of Practice [17 CFR 201.2(e)] 
arises out of the conduct of Norlin G. Boyum 
(“Boyum”), a partner in the firm of Boyum & 
Barenscheer. Boyum was the engagement partner 
on the audit of the November 30, 1976 financial 
statements of Shaughnessy & Co., Inc. 


For the fiscal year ended November 30, 1976, 


Shaughnessy & Co., Inc. (“Registrant”), a registered 
broker-dealer, issued false and misleading financial 
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statements which were included in its annual report 
on Form X-17A-5. Boyum, the independent 
accountant for the registrant, issued an audit report 
expressing an unqualified opinion on those financial 
statements and representing that an audit had been 
performed in accordance with generally accepted 
auditing standards. 


Boyum was not engaged to audit the November 30, 
1976 financial statements until after January 26, 
1977, the date the predecessor auditor’s 
engagement was terminated. The termination 
occurred because the predecessor auditor noted 
certain problems (including failure to maintain 
minimum net capital, material misstatements of 
financial position, and material breakdown in 
internal controls) and also had problems with fee 
arrangements. Most of the audit work had been 
completed before the termination. Upon his 
engagement, Boyum purchased the audit 
workpapers of the predecessor auditor. 


The predecessor auditor’s workpapers disclosed a 
preliminary computation of net capital of $20,873 at 
year end, $4,127 below the required capital of 
$25,000. The Commission began an investigation of 
the Registrant as a result of a letter from the 
predecessor auditor, pointing out a possible net 
capital deficiency.' In connection with the work done 
by Boyum, adjustments were made to the 
preliminary computation which increased the year 


end net capital to $25,608 (as reported in Form X- 
17A-5). 


From June 1976 through July 1977 the Registrant 
had engaged in a pattern of window-dressing to 
conceal net capital violations. The window-dressing 
was accomplished by a check kiting scheme carried 
out through a company affiliated with the Registrant 
by virtue of common ownership and was not noted in 
the workpapers of the predecessor auditor or 
observed by Boyum. Boyum was aware that the cash 
transfers were made to help the cash positioins of 
the companies; however, he did not investigate 
these transfers, thus, his audit work did not reveal 
the window-dressing pattern or related net capital 
violations. Auditing standards clearly require an 
auditor to satisfy himself as to the purpose, nature, 
extent, and effect on the financial statements of 
related party transactions. 


Although the amounts were not set forth separately, 


the November 1975 financial statements included 
in the Registrant’s previous Form X-17A-5 included 
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an expense and accrued liability for that year’s audit 
fees. However, the 1976 financial statements did not 
include an accrual of audit fees for 1976 even 
though the amount involved ($3,000) was clearly 
significant to the net capital position of the 
Registrant. During the course of his examination, 
Boyum reversed the accrual of audit fees for 1976 
which had been made earlier in the period by the 
predecessor auditor. Therefore, the Commission 
believes that the audit report issued by Boyum was 
deficient in that it failed to indicate that the 
accounting principles were not applied on a basis 
consistent with the preceding period. 


In connection with the audit of the November 30, 
1976 financial statements, Boyum also issued a 
supplemental report on internal controls. Inthe view 
of the Commission, such report was deficient in that 
it failed to disclose continuous violations of Sectioins 
15(c) and 17(a) of the Securities Exchange Act of 
1934 and Rules 15c3-1 (net capital rule) and 17a-13 
(quarterly box count rule) promulgated thereunder. 


Conclusion 


The 1976 audit of the Registrant’s financial 
statements, was not conducted in accordance with 
generally accepted auditing standards and the 
Commission’s requirements. In the Commission’s 
view, Boyum thereby engaged in improper 
professional conduct. 


In his Offer of Settlement, Boyum, without admitting 
or denying the factual assertions set forth herein, 
has consented to the issuance of this Opinion and 
Order and has made the following undertakings: 


(1) Respondent has undertaken to use his best 
efforts to have the accounting firm of which he is a 
partner and which is a member of the SEC Practice 
Section of the American Institute of Certified Public 
Accountants (AICPA) undergo its scheduled peer 
review in 1981 in accordance with the rules 
governing members of the SEC Practice Section of 
the AICPA and to have a copy of the report of that 
peer review forwarded to the Commission’s Chief 
Accountant's Office and the Commission’s Chicago 
Regional Office. 





1An injunctive action was instituted against the 
Registrant nine days after the date of Boyum’s audit 
report on Registrant’s financial statements. 
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(2) Respondent has undertaken to use his best 
efforts to take those steps necessary to assure that 
all workpapers prepared in the course of the peer 
review be preserved intact for a period of three 
months after the issuance of the report of the 
reviewers and be made available to the Commission 
and its staff at their request. 


(3) Respondent has undertaken that prior to the 
completion of the aforementioned peer review, he 
will use his best efforts to assure that a pre-issuance 
review will be performed by a partner of an unrelated 
accounting firm (one which is not unacceptable to 
the staff of the Commission), with regard to any 
auditing engagement performed by Respondent, 
with respect to any financial statements which are to 
be included with filings made with the Commission 
by an SEC reporting client. 


(4) Respondent has further undertaken to comply 
with the established general quality control of the 
firm in which he is a partner which provides, among 
other things, that his work on an audit engagement 
be reviewed by an independent partner and/or 
manager of the firm in which he is a partner, with 
special skills and interests in an area relevant to the 
particular engagement, particularly with respect to 
work performed on audit engagements for any SEC 
reporting client. 


Accordingly, it is hereby ORDERED, 


(1) This proceeding under Rule 2(e) of the 
Commission’s Rules of Practice is instituted and 
Respondent's Offer of Settlement dated August 29, 
1980 is hereby accepted. 


(2) Respondent will comply with the undertakings 
set forth in his Offer of Settlement and this Order. 


By the Commission. 


George A. Fitzsimmons 
Secretary 
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CORPORATE REORGANIZATION 
Release No. 324/ October 30, 1980 


UNITED STATES DISTRICT COURT 
FOR THE DISTRICT OF MASSACHUSETTS 


In re 


CONTINENTAL INVESTMENT CORPORATION, 
Debtor. 


IN PROCEEDINGS FOR THE REORGANIZATION OF A 
CORPORATION 


No. 76-1158-MA 


ADVISORY REPORT OF THE SECURITIES AND 
EXCHANGE COMMISSION ON THE PROPOSED 
PLAN OF REORGANIZATION 


|. INTRODUCTION 


This advisory report is submitted by the Securities 
and Exchange Commission (“Commission”) 
pursuant to Section 173 of Chapter X of the 
Bankruptcy Act (11 U.S.C. §573)! and Bankruptcy 
Rule 10-303(b) with respect to the trustee’s plan of 
reorganization (“plan”) of Continental Investment 
Corporation (“CIC”).? 


We conclude that the plan may be found to be fair 
and equitable and feasible. We suggest (p. 66) 
certain technical amendments and note (pp. 57-58) 
an uncertainty in the bank settlement agreement 
that needs resolution. 





1Since this case was filed prior to the effective date of 
the Bankruptcy Code of 1978, it is governed in all 
respects by the Bankruptcy Act as in effect at the 
time of the filing of the petition herein. Pub. L. 95- 
598, Title IV, §403(a). 


Our references to “CIC” or “debtor” include 
Continental Investment Corporation and all of its 
subsidiaries, except where a distinction among 
entities is expressly indicated. None of its 
subsidiaries are debtors in this case. 
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On April 30, 1976, CIC filed a petition under Chapter 
XI of the Bankruptcy Act in the United States District 
Court for the District of Massachusetts. In March 
1978, an order of the Bankruptcy Court denying the 
Commission’s motion to transfer the case to Chapter 
X was reversed by the District Court and on June 9, 
1978, an order was entered directing the CIC case to 
proceed in Chapter X. In August 1978, Paul Lazzaro 
was appointed Reorganization Trustee (“trustee”). 


The trustee filed a plan of reorganization on February 
25, 1980, which was amended June 24, 1980, to 
embody a compromise of certain disputes with the 
sixteen bank creditors (the “banks”).? The indenture 
trustee for the debtor’s 9% convertible subordinated 
debentures has proposed further modifications. 
Other plans of reorganization were filed by a minority 
stockholders committee,’ the majority stockholders® 
and a committee for the debtor’s 9% subordinated 
debentures.® 


Hearings on the trustee’s plan commenced May 27, 
1980, and continued on twenty-one separate days 
through June 27, 1980, at the conclusion of which 
the trustee’s plan was found worthy of consideration 
and referred to the Commission for examination and 
report. The plan filed by the debentureholders’ 
committee was found not to be worthy of considera- 
tion. Thereafter, that Committee, OC Associates and 
the majority stockholders filed modifications to the 
trustee’s plan. On September 29, 1980 the court 
referred, pursuant to Section 172, proposed 
modifications as to treatment of debentureholders 
and found the plans filed by the majority 
stockholders not to be worthy of consideration. The 
Court reserved decision on modifications related to 
pending objections to the interests of the majority 
stockholders or OC Associates, or to the 
capitalization of the reorganized company. 


Il. HISTORY OF THE DEBTOR 


CIC was incorporated in 1968 under Massachusetts 
law to act as a diversified financial service holding 
company. Its promoters and incorporators were 
Monte J. and Neil W. Wallace, Julius Jensen III and 
Durand A. Holladay.’ 


Development of Subsidiaries 
During the period 1968 to 1972, CIC formed and 
acquired a number of subsidiaries. Its first business, 


investors Mortgage Insurance Company (“IMI”), a 
company designed to provide insurance for lenders 
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against loss on mortgage loans, was incorporated in 
Illinois in July 1968. IMI became, in 1972, a 100% 
subsidiary of an intermediate holding company, 
Investors Mortgage Group, Inc. (“Mortgage”). 


In May 1969, CIC entered the mutual fund field by 
acquiring, in exchange for approximately 1.2 million 
shares of its common stock having a market value of 
approximately $18 million, all of the stock of John P. 
Chase, Inc. (“Chase”), a Boston based investment 
counseling company that advised several open-end 
and closed-end investment companies and 





3Upon approval of the compromise by the court on 
June 27, 1980, the banks withdrew a plan of 
reorganization theretofore filed by them. An appeal 
by the majority stockholders (No. 80-1490, lst 
Circuit) is pending. 


‘The minority stockholders committee represents 
shareholders owning approximately 16% of the 
debtor’s outstanding shares of stock including about 
9% of such outstanding shares held by present and 
former management. 


‘The “majority stockholders” consist of Monte J. 
Wallace and Neil W. Wallace, also sometimes 
referred to herein as “Wallaces.” 


‘The Debentureholders’ Protective Committee was 
formed in 1974 by three institutional creditors, to 
negotiate with the debtor and the banks as to 
reorganization. It functioned as the official creditors’ 
committee in the following Chapter XI case. After 
transfer to Chapter X, the committee was again 
reconstituted as the Debentureholders’ Protective 
Committee (“debentureholders committee”) and 
currently represents about 399 debentureholders 
holding about $6,687,000 in principal amount of CIC 
debentures. 


7The Wallaces are brothers and were the principal 
officers of CIC until their resignations in November 
1976 from the offices of Chairman and Vice 
Chairman of the Board of Directors. They and their 
families presently own, directly or indirectly, 65.6% 
of the outstanding stock of CIC. The promoters 
originally received Class A stock, which was 
subordinated to the common stock sold in a public 
offering in 1968. The Class A stock was to be 
converted to common stock when a specified level of 
earnings was attained, and was converted in 1970. 
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managed private accounts for individuals, 
institutions and foundations. 


In February 1969, CIC offered to acquire Waddell & 
Reed, Inc. (“W&R”), a large financial services 
organization, for $82.5 million incash. By July 1969, 
approximately 99% of the outstanding stock of W&R 
had been tendered in response to a tender offer by 
CIC at $80 per share. Funds for the purchase were 
obtained by CIC through an _ eighteen-month 
unsecured bank loan from a 21-member banking 
group headed by the First National Bank of Boston 
(“FNBB”). W&R was a public company which 
advised the “United Funds” mutual fund group, 
which in turn had approximately $2.5 billion of 
managed assets and over 500,000 shareholders. 
W&R also had a commission sales force of 2, 700 full 
and part-time salesmen located in approximately 
300 offices throughout the United States. In addition 
W&R controlled three major operating subsidiaries: 
(1) United Investors Life Insurance Co. (“UIL 
Insurance’), which was formed in 1969 and was 
85% owned by W&R; (2) United Funds Management 
Ltd. (“UF Canada”), a Canadian mutual fund 
management company, 74% owned by W&R; and (3) 
Kansas City Securities Corp. (“KC Securities”), a 
100% owned securities brokerage firm. A Canadian 
life insurance company, United Investors Life 
Assurance Company (“UIL Canada’) was owned by 
and sold with UF Canada. 


In July 1969, before completion of the acquisition of 
W&R, Diversified Advisers, Inc., was organized as a 
wholly owned subsidiary of CIC and began operating 
in September 1969 as sponsor and investment 
adviser to Diversified Mortgage Investors (“DMI”), a 
real estate investment trust which had been formed 
as a separate company by CIC’s original promoters. 
DMI derived income primarily from interest and fees 
on mortgage loans and equity participation acquired 
in connection with mortgage lending activities. 


In February 1970, CIC formed a wholly owned 
subsidiary known as American Lakes and Land Co. 
(“AL Land”), a Massachusetts corporation. AL Land 
then acquired all of the assets and liabilities of a 
Tennessee corporation of the same name, which 
had been engaged in the development and sale of 
recreational homesites. AL Land was unprofitable. 
The subdivision was transferred to a real estate 
developer as of January 1, 1974, under complicated 
terms involving assumption of part of the liabilities 
by the purchaser, and retention, by CIC through a 
subsidiary, of pre-sale lot purchaser contracts, 
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subject to other liabilities. Disputes over this sale 
were settled with court approval on December 27, 
1979. The principal terms included conveyance of 
the balance of these contracts to the purchaser’s 
successor in exchange for payment of $400,00 in 
cash and release of claims against CIC. 


In June 1972, CIC organized ConVest Energy 
Corporation (“ConVest’) as a wholly owned 
subsidiary for the purpose of conducting oil and gas 
exploratory drilling programs. It was created to 
expand existing financial service products at W&R 
into areas providing tax shelter benefits. 


Continental Real Estate Equities, Inc. (‘Real Estate”) 
was a wholly owned real estate investment 
subsidiary of CIC incorporated at the same time as 
ConVest, in June 1972. Similar to Convest, it was to 
act aS a general partner of public limited 
partnerships. The objectives of Real Estate were to 
provide investors with cash flow, capital 
appreciation and tax advantages, and to furnish 
W&R with Real Estate partnership units as additional 
sales products. 


ConVest Securities Distributors, Inc., (‘“Dis- 
tributors”) was formed by CIC in 1972 to coordinate 
marketing efforts of W&R and Chase with respect t6 
the ConVest and Real Estate programs and to 
develop a new channel of distribution for CIC 
products. In both cases, Distributors acted as 
dealer-manager for the underwriting of the 
partnership offerings. 


In 1972, CIC also organized Research Management 
Associates, Inc., (“RMA”) as a wholly owned 
subsidiary of W&R. RMA is a registered investment 
adviser engaged in the discretionary management of 
financial assets for corporate and _ non-profit 
institutions. It specializes in the management of 
pension, profit sharing and endowment funds. 


The years 1968 through 1972 were a period of 
virtually uninterrupted growth for CIC and its 
subsidiaries on a consolidated basis, as evidenced 
in Table | below, showing the components of after- 
tax net income by subsidiary: 
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(in thousands) 
Chase* 
UF Canada* 
UIL Canada* 
Diversified Advisers 
AL Land* 
Mortgage* 
KC Securities 
Real Estate* 
Discontinued operations 
Goodwill amortization 
W&R 
UIL Insurance 
ConVest 
Distributors 
Other subsidiaries** 
CIC corporate 
Total operations 
Interest 


Table |—Continental Investment Corporation 
Components of Net Income By Subsidiary 


1968-1974 


1968 
$429 


1969 
$133 
281 
9 
181 


157 


1,259- 


$2,020 


1,271 
605 


(228) 
$3,668 
(1,789) 


1970 
$283 
427 
200 
1,087 
(279) 
296 
2,173 


$4,187 


1,980 
2,264 


(28) 
(201) 
$8,202 
(3,640) 


1971 
$453 
710 
420 
1,185 
(735) 
1,041 
3,376 


$6,450 


1,741 
2,702 


(7) 
(560) 
$10,326 
(3,283) 


1972 
$892 
423 
242 
1,620 
(445) 
2,726 
2,610 


$8,068 
2,269 


3,199 


(21) 
(861) 
$12,654 


1973 
$180 
130 
252 
2,304 
(405) 
3,965 
716 
239 
$7,381 
(107) 
879 
3,071 
(109) 
(239) 
(34) 
(1,653) 
$9,189 


1974 
$(98) 
(452) 
256 
178 


1,395 
(27) 
206 

$1,458 

(200) 

(900) 

3,468 
503 

(550) 
(47) 

(1,681) 
$2,051 


Loss on Exchange Debentures 
Gain (Loss) on sale of subsidiaries 
Minority interest 

Net income (loss) 

*Sold. 

**Some discontinued. 


However, CIC had relied on short-term borrowing to 
finance its expansion. In October 1970, CIC explored 
the sale of long-term debt to refinance the $82.5 
million bank loan for the acquisition of W&R. It was 
able to offer and sell only $30 million of 9% 
convertible® subordinated debentures, due 
November 1, 1990 (“convertible debentures”). 


Simultaneously with the issuance of the debentures, 
the bank borrowing agreement was amended to 
extend the January 1971 maturity date for the 
remaining $52.5 million of the original bank loan to 
March 1, 1973 with an attendant increase in the 
interest rate from 3/4 of 1% over prime to 1% over 
prime. The terms were again revised in June 1971. 
The new agreement provided for an annual rate of 
interest at the greater of 7% or 1% above prime, anda 
repayment scheduled through May 31, 1976. 


By the beginning of 1973, the bank loan had been 
reduced to $45 million. But CIC borrowed an 
additional $9 million to purchase the 15% interest in 
UIL Insurance that W&R had not owned. In the 
summer of 1973, CIC negotiated a $54 million six- 
year term Refunding Loan Agreement (“RLA”) witha 
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(159) 
$1,720 


(3,204) (4,167) 


(9,318) 


(5,669) 


(17,826) 
(667) (350) (8) 
$8,783 $(4,646) $(21,452) 


(552) 
$4,010 


(700) 
$6,343 


group of lending banks which was executed in March 
1974. The RLA replaced the $39 million? and $9 
million term loans. The additional $6 million in 
borrowed funds were used for working capital, 
including support to ConVest, Real Estate and 
Distributors. 


Debenture Exchange 


Contrary to CIC’s expectation that its stock price 





®8The conversion feature of the debentures was 
unusual in that, rather than the usual premium of 
10-20% above current market price of common 
stock, the bonds were to be convertible on or after 
November 5, 1973, at a conversion price to be set 
18% below the average market price of the shares for 
a period of five consecutive trading days 
immediately prior to November 5, 1973. CIC 
explained the three year waiting period as offering 
protection against common stock dilution by the 
debentureholders for a period during which growth 
was expected. 


°After repayment of $6 million during 1973. 
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would be higher on the November 1973 conversion 
date than onthe October 1970 debenture issue date, 
the price of CIC’s stock fell in 1973 to below 10 from 
its high of 24-3/8 in 1972, thereby resulting in the 
18% conversion discount of the debentures 
attaching to a lower, rather than higher, market 
price. Consequently, concern about the effects of 
conversion upon the existing common. stock- 
holders, including CIC’s officers and directors’° led 
to an exchange offer. 


CIC, in April 1973, offered to exchange $1,300 of 
nonconvertible, 9% Subordinated Debentures, due 
1985 (“new debentures’) for each $1,000 
outstanding 9% convertible subordinated 
debenture, providing a 30% premium for surrender 
of the conversion privilege. Holders exchanged 
$26.3 million, or 88% of the convertible debentures, 
for $34.2 million of the new debentures. 


CIC made a second offer in October 1973 to the still 
outstanding $3.7 million of convertible debentures 
and raised the principal premium to 40%, offering 
$1,400 in principal amount of the new debentures 
for each $1,000 principal amount of the convertible 
debentures. As a result of the second exchange 
offer, the amount of the new debentures was 
increased to $37 million and the principal amount of 
the convertible debentures was reduced to $1.5 
million. The debenture exchange resulted in an 
extraordinary charge to CIC’s 1973 operations of 
$9.3 million, thereby generating a $0.33 per share 
loss. In addition, indebtedness was increased by 
$8.7 million and annual interest expense was 
increased by approximately $800,000. 


CIC’s business plans, at the start of 1974, reflected 
prevailing projections that the economy would begin 
the year slowly but close with increased momentum. 
In early 1974, it implemented expansion plans for 
the parent and some of its subsidiaries. As the 
economy declined, many of CIC’s subsidiaries, most 
notably W&R, Diversified Advisors and Mortgage 
experienced severe financial difficulties and CIC’s 
cash flow declined. It was forced to borrow from its 
banks to meet its May 1, 1974 interest payment on 
the new debentures. 


In June 1974, CIC and the banks agreed to amend 
the RLA to defer both principal and interest 
payments on the long and short-term notes until 
December 31, 1974 and October 28, 1974, 
respectively. Deferral was contingent on the banks’ 


satisfaction with progress in improving CiC’s 
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financial conditions, failing which the notes were 
subject to acceleration and call. As collateral for the 
notes, CIC was required to pledge all the stock of 
Mortgage which it did on July 9, 1974. On September 
3, 1974, the stock of ConVest and notes receivable 
from Mortgage were pledged as additional collateral. 


In October and November 1974, CIC advised its 
debentureholders that a debentureholders 
committee composed of holders of substantial 
dollar amounts of debentures, had been formed for 
the purpose of representing debentureholders’ 
interests in negotiations with CIC and the banks.!! 
The debentureholders were also informed that the 
banks and the Committee had agreed to defer 
principal and interest payments to June 30, 1975, 
that the banks had agreed to provide funds for 
operations during that time and that the debenture- 
holders had been assigned a second lien on the 
assets recently pledged to the banks. 


The cash shortage arising from CIC’s cash flow 
difficulties, the escalation of interest rates, the $1 
million settlement of an S.E.C. action involving KC 
Securities,’ and the heavy debt amortization 
requirements resulted in CIC’s sale of three 
subsidiaries, UF Canada, Real Estate and Chase, by 





0CIC’s 1972 annual report stated that, based on the 
closing price of common stock on March 29, 1973, if 
the convertible debentures were to be converted into 
common stock on or before November 5, 1973, the 
Wallaces’ percentage ownership of shares 
outstanding would have been reduced to 47.5%. By 
April 17, 1973, conversion of the debentures would 
have diminished the Wallaces’ ownership to 43% of 
the shares outstanding, while that of all officers and 
directors would have fallen from about 73% to about 
51% of the shares. 


See footnote 6, p. 2, spura. 


CIC, and its securities subsidiaries, were the 
subject of an S.E.C. investigation initiated in October 
1972 concerning particular areas of mutual fund 
management. The S.E.C. proceedings were 
terminated in 1974 by a consent decree and 
settlement whereby W&R and KC Securities agreed 
to refund approximately $1 million to the funds, to 
withdraw the broker-dealer registration of KC 
Securities permanently and to insure that the funds’ 
independent directors were kept informed of the 
funds’ brokerage and banking relationships. 
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the end of 1975, for a total of $4.4 million. A portion 
of the proceeds was applied to repayment of an 
additional $3 million which CIC had borrowed from 
the banks between May 1 and October 31, 1974. The 
balance was used for operations. In addition, CIC 
discontinued operations of Diversified Advisers, and 
KC Securities. These operations represented in the 
aggregate, a substantial portion of CIC’s business in 
1972 and 1973. 


Voluntary Restructuring 


In January 1975, the banks demanded that CIC 
prepare a plan of reorganization by mid-February.'? 
In May 1975, CIC formed a negotiating committee to 
engage in discussions with the banks and the 
debentureholders committee, during the course of 
which the banks insisted on the sale of Mortgage to 
reduce the bank debt. 


By July 1975, an agreement in principle for the 
restructuring of the bank debt was reached among 
the negotiating parties, the elements of which were 
later incorporated in an Omnibus Refinancing 
Agreement (“ORA”). The ORA, dated as of January 
12, 1976, and entered into by CIC and the banks, 
embodied that part of a proposed voluntary, extra- 
judicial restructuring of CIC that related to the 
banks. Among other things, it set forth the conditions 
under which the banks, through their agent FNBB, 
would acquire by foreclosure the stock of Mortgage 
for $34 million. The proceeds from the sale were to 
be applied directly to CIC’s bank debt and, upon 
resale of Mortgage by the banks, CIC was to receive 
that portion of the proceeds in excess of the sum of 
$32 million, plus a carrying charge. The ORA also 
provided that approximately $4 million in interest 
accrued from June 30, to December 31, 1975 was to 
be forgiven and that the banks were to lend CIC up to 
$1 million to meet restructuring expenses, which 
was to be forgiven upon successful completion of the 
restructuring. The banks also agreed to accept, for 
the remainder of their indebtedness, $20 million of 
9-year term notes and $7 million, par value, of senior 
preferred stock with warrants to purchase up to 
600,000 shares of common stock at $2 per share. 


Under the terms of the Restructuring Agreement 
itself, CIC debentureholders were to receive $3.5 
million of noninterest bearing debentures, due 
1984; $22.5 million, par value, of junior preferred 
stock, with warrants to purchase up to 1,780,000 
shares of common stock at $2 per share; and $16 
million of convertible preferred stock, convertible 
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into common stock at $4 per share. 


Certain approvals and ratifications of shareholders, 
which were deemed necessary to effect the 
proposed restructuring and reorganization of CIC, 
were obtained by CIC at a special meeting of 
shareholders held on April 27, 1976. The solicitation 
for the April 27, 1976 meeting also sought waivers of 
interests and rights of CIC’s debentureholders. 


CIC obtained debentureholder consent to a waiver of 
(1) the debentureholders’ subordinated security 
interests in the common stock of ConVest and the 
common and preferred stock and two notes of 
Mortgage which had been pledged to the banks and 
(2) any possible default under the indentures arising 
out of the pledge and sales of stock and assets of 
CIC’s subsidiaries. 


Filing of the Chapter XI! 


Out-of-court reorganization was conditioned on 95% 
acceptance by the debentureholders, which, of 
course, was not obtained. CIC did, however, obtain 
sufficient acceptances to meet the requirement for 
confirmation of a Chapter XI plan of arrangement. 
CIC filed a Chapter XI petition on April 30, 1976, and 
simultaneously filed a proposed plan of 
arrangement embodying the terms of the 
Restructuring Agreement. The proposed plan 
provided for full payment of trade and bank debt, the 
latter as it would be modified under the ORA. The 
only class to be modified by the plan consisted of the 
debentureholders. 


On April 27, 1976, three days prior to the filing of the 
Chapter XI petition, Mortgage was sold at auction to 
CIC’s banking group for $34 million.’* The sale was 
structured as a strict foreclosure sale and, unlike the 
issuance of the senior term notes and senior 
preferred stock in exchange for $27 million in bank 
indebtedness, discussed above, was not 
conditioned on consummation of the Chapter XI 





13Nevertheless one of the participating lending 
banks did call the notes in January, thereby 
accelerating CIC’s obligations under the RLA and 
certain other pledge agreements. The default was 
one of the subjects of the negotiations. 


4During 1975, Mortgage provided $13.9 million 
(29%) of $47.6 million of operating revenues and 
$2.34 million (43.4%) of $5.39 million of subsidiary 
income from operations. 
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plan of arrangement. In January 1977, Mortgage was 
resold by the banks to Tiger International, Inc. for 
approximately $36.7 million. Under the terms of the 
ORA. The banks calculated CIC’s share as only 
$116,012 (p. 57, infra). 


On June 18, 1976, the Commission moved to 
transfer the case to Chapter X. The transfer was 
effected August 7, 1978.5 None of CIC’s subsidiaries 
are debtors and they have continued to carry on their 
business, as solvent corporations, throughout this 
proceeding. As noted, the Wallaces had resigned in 
November 1976. The trustee continued the 
incumbent directors and officers of the subsidiaries, 
and officers of CIC. A management review by 
Coopers & Lybrand, dated June 18, 1979, led toa 
realignment of CIC’s management structure based 
on considerations of efficiency. 


The subsidiaries have continued to develop new 
financial products, including the creation of a money 
market fund, in September 1979, by W&R. ConVest 
was supplied with $3.5 million, $2.2 million by a 
purchase by CIC of 50,000 shares of CIC’s 
subsidiary, UIL Insurance, which ConVest had 
earlier been required to finance, and the balance by 
a loan, to pay ConVest obligations which were an 
impediment to registering its 1979 oil and gas 
program. ConVest has since sponsored its 1980 
program. 


First Boston Corporation, an investment banker, was 
employed to value CIC and its subsidiaries. Its work 
will be discussed in connection with the plan. 
Several controversies were settled. The principal 
settlement, embodied in the amended plan, is of the 
bank debt. Others already approved are identified at 
relevant points herein. 


The following Tables II and Ill summarize (i) CIC’s 
consolidated income for the years 1975-1979, as 


retroactively restated in 1979 to reflect CIC’s 
adoption of the full cost method of accounting for oil 
and gas operations, and (ii) the consolidated 
balance sheet of CIC at December 31, 1979, and 
those of the significant constituent companies. 


Except as to the reorganization advance, the banks 
claim a security interest in all of the stock of ConVest, 
10% of stock of UIL Insurance, $1.5 million of cash 


proceeds of a pledged note of Mortgage, and certain 
minor assets. 


Debenture interest at 9% has been accrued but not 
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paid since May 1974. Interest on the bank debt has 
been accrued at the contractual rate, 1% above the 
prime rate, not less than 7%. The accrual does not 
include the default adjustments, an additional 1% 
and monthly compounding, but does include 
interest on the $6.1 million of interest capitalized in 
1975 as part of the principal. 


The accrual on the bank loans for the first half of 
1980 was about $2.2 million, an average rate of 17%. 
CIC also accrued, prior to filing, $1,002,000 of 
additional bank charges for deficiencies in 
compensating balances, which would be cancelled 
under the bank settlement agreement. 


CIC has outstanding common shares held on 
December 31, 1979, by: 


No. of 
Shares Percent 
Wallaces, directly or 

indirectly* 
Other officers and directors 
About 4,100 other record- 

holders 3,319,850 25.6 

Total 12,944,533 100.0 

*Dover Investments Inc., a subsidiary of Glen Corp., holds 
7,834,119 shares (60.5%). The Wallaces each own about 328,000 
(2.5%) of the CIC shares directly and all of the stock of Glen Corp. 
The remaining 13,124 shares are held by family trusts, as to part 
of which the Wallaces disclaim ownership or control. 


8,503,790 65.7 
1,120,893 8:7 


Trading in CIC’s securities, both debentures and 
common stock, was suspended on the New York 
Stock Exchange on January 29, 1975. In April 1976, 
the securities were delisted. Over-the-counter 
trading has continued. 





15An order refusing transfer was reversed on March 
31, 1978, on appeal to the district court. The court of 
appeals denied a stay on June 9, 1978, and affirmed 
on October 27, 1978. The Supreme Court denied 
certiorari April 2, 1979. Part of the delay was 
occasioned by negotiations concerning more 
adequate provisions for the debentureholders, 
which were terminated by the Wallaces’ refusal to 
accept any significant change in their treatment 
under the Restructuring Agreement. 
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Table !I—Continental Investment Corporation 
Summary of Consolidated Income 
Fiscal Year Ended December 31, 

(in millions) 


1975" 
$15 


1976* 1977* 
Life insurance $20 $25 
Investment manage- 
ment 
Oil and gas 
Revenues 
Operating Income: 
Insurance 
Investment manage- 
ment 
Oil and gas 
Other 
Operating income 
Discontinued opera- 
tions! 
Interest expense? 
Reorganization costs 
Provision for income tax 


18 
2 
$35 


17 
3 
$40 


17 
3 
$45 
$5 $6 $8 
2 
2 


2 
1 


$9 
1 


(2) 


Write-down for goodwill 
Net income (loss) 


$1 $3 


1978* 
$30 


17 
3 
$50 
$9 
3 


(1) 
$9 


$— 


1979 
$34 


18 
4 
$56 


$11 


2 

2 
(1) 
$13 


1 
(7) 
(1) 
(3) 


$3 


*Restated in 1979 to reflect the adoption of the full cost method of 
accounting for oil and gas properties. The net effect of the change 
was an aggregate reduction of $457,000 in net amount over the 
period. 


11975 income from operations of Mortgage and Real Estate, $2.3 
million, loss on disposition $2.8 million, and gain on sale of 
another subsidiary, $0.5 million. The recorded 1975 loss on the 
sale of Mortgage included, $1.5 million advanced by CIC to 
supplement Mortgage’s capital, recovered in 1977. This recovery, 
and a $630,000 price adjustment in 1976, are the income from 
discontinued operations in those years. In 1979, a gain of 
$628,000 was recorded on the AL Land settlement. 


?Includes accruals on funded debt not being paid. 


3Includes write-off of $42.4 million representing the excess cost of 
Wa&R. 


Table !11—Continental Investment Corporation 
Consolidated Balance Sheet, December 31, 1979 
(000 omitted) 


Assets 
Cash and marketable securities® 
Marketable securities—UIL Ins. Co.’ 
Accounts receivable 
Oil and gas properties? 
Furniture and equipment—net 
Other assets 
Deferred policy acquisition costs 
Other deferred charges 
Total 
Intercompany debt 
UIL Insurance Co., at equity 
Other subsidiaries, at equity 
Excess cost of subsidiaries 
Total assets 
Liabilities 
Accounts and accruals® 
Additional bank fees* 
Open securities transactions 
Notes payable 
Intercompany debt 
Reserves—life and annuity 
Deferred taxes 
Total 
Debt to be adjusted* 
Common and paid-in capital 
Retained earnings (deficit)’ 
Total liabilities 
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UIL In- 
surance! 
$195 
61,251 
1,505 
120 
1,792 
33,854 


Other Sub- 
sidiaries? 


CIC 
Corporate 
$1,918 
101 

89 
1,809 
519 
$4,436 
2,033 
4,334 
70,712 
662 
$82,177 


Con- 
solidated 
$18,264 
61,251 
9,875 
5,994 
1,679 
4,656 
33,854 
870 
$136,443 


W&R! 
$15,364 
3,687 
965 

667 

321 
$21,004 


39,012 


10,792 
$70,808 


ConVest 
$759 
4,582 
5,994 
505 
388 


11,454 


$12,258 $147,897 


$5,042 


2,299 


3 

941 
$8,285 
37,973 
24,550 
$70,808 


$4,489 


$577 
1,002 


$12,946 
1,002 
2,382 
1,355 


** 


41,946 
11,351 
$70,982 
99,767 
24,963 
(47,815) 
$147,897 


Bao 
2,030 
(801) 
$7,073 
1,864 
3,321 
$12,258 


4,873 
(1,190) 
$5,262 
99,767 
24,963 

(47,815) 
$82,177 


$1,903 


4,077** 
(1,076)** 
$4,904 
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*See text. 
**Eliminated in consolidation. 


‘Excluding UIL Insurance but including two small wholly owned 
subsidiaries. 


2ConVest Securities Distributors is active as a sales agent, 
Diversified Advisers, Inc. and AL Land have been substantially 
liquidated. 


3Includes $12,541,000 of marketable securities, principally 
certificates of deposit, commercial paper and federal obligations, 
plus $944,000 of shares of mutual funds sponsored by W&R. 


‘The investments of UIL Insurance have been segregated. 


(000 omitted) 
Balance Sheet Valuation 
Cost Market Amount Basis 
Bonds $51,392 $41,710 $51,386 Amortized cost 
Redeemable pre- 
ferred 
Other Preferred 
Common 


1,725 1,498 1,725 Amortized cost 


A573 ‘33669. 3,669 Market 
4,146 4471 4,471 Market 
$61,836 $51,348 $61,251 


The operating companies are discussed in the 
valuation section hereof. Disputed liabilities, not 
reflected on the balance sheet, include: 


1. Diversified Mortgage Investors, Inc. (“DMI”) areal 
estate investment trust formerly sponsored by CIC 
has filed a $1.2 million claim, based on alleged 
overcharges by Diversified Advisers, Inc. 


2. Robert W. Stark, Jr., filed suit against CIC in 1975, 
based upon an alleged breach of employment 
contract. He filed a proof of claim for $2.7 million 
which includes claimed treble damages on the 
assertion that CIC’s conduct violated a 
Massachusetts statute prohibiting unfair methods of 
competition. 


3. Hornblower & Weeks-Hemphill Noyes, Inc. 
(“Hornblower”), the underwriter of CIC’s 1973 
debenture exchange has filed a contingent 
indemnification claim. Hornblower is one of a 
number of defendants remaining in a $3 million suit 
commenced by an allegedly defrauded purchaser of 
such debentures predicated upon violations of 
securities laws, common law and negligence. CIC, 
among others, was dismissed as a defendant upon 
approval by the court, on September 15, 1980, of a 
settlement calling for payment of $95,000 by CIC. 


In March 1979, pursuant to Bankruptcy Rule 10- 
215(c)(4) an application for approval of purchase 
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5Based on full cost method of accounting. 


®Includes income taxes currently payable, UIL Insurance, 
$380,000, W&R and its other subsidiaries, consolidated, 
$405,000. 


7Net of securities valuation allowance, representing unrealized 
losses on marketable securities, $577,000 for UIL Insurance, 
$55,000 for W&R and $612,000 for CIC Corporate. All but the 
parents reserve are eliminated in consolidated. 


The funded debt of CIC consists of: 


(000 omitted) 
Interest 
as of 
12-31-79 


Princ- 
ipal Total 
Refunding loan agree- 
ment 
Interest to 03-31-75 
Reorganization advance 
9% Subordinated De- 
bentures: 
Convertible 
Non-convertible 
Total 


$19,228 
6,123 
500 $25,851 $15,521 $41,372 


$1,511 
37,159 38/670 19,725 58/395 
$64,521 $35,246 $99,767 


and sale of debentures revealed that, in February 
1979, Drexel Burnham Lambert, Incorporated 
(“Drexel”) had purchased approximately $6.5 
million principal amount of CIC’s 9% subordinated 
debentures due in 1985 from members of the 
debentureholders committee, while an employee of 
Drexel was also a member of the committee. Drexel 
sold a number of the debentures to certain of its 
employees. 


Although it granted the committee’s application for 
retroactive approval of the transaction, the District 
Court ordered Drexel and its employees to refrain 
from disposing of the debentures and directed the 
trustee to conduct discovery in order to determine 
whether the debentures had been acquired in 
breach of fiduciary duty. 


In April 1979, the trustee instituted an adversary 


proceeding against Drexel and certain of its 
employees and their families. On March 17, 1980, 
the court approved a settlement, whereby the action 
was dismissed on payment of $130,000 to the 
estate. An appeal, filed by the majority stockholders, 
is pending (Docket No. 80-1362 1st Circuit). 


Ill. SUMMARY OF THE PLAN 
The trustee’s plan is an internal plan of 


reorganization predicated on the solvency of the 
debtor and contemplates continuance of CIC’s 
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businesses as presently constituted. Non-debenture 
claims will be satisfied by payment in cash, a new 
issue of secured notes in the principal amount of 
$10 million or through issuance of additional shares 
of presently authorized common stock or a 
combination thereof. The present debentures will be 
replaced with common stock. The present stock will 
remain outstanding.'® No other securities will be 
issued. 


Administrative costs, to be paid in cash, are 
estimated at $1.6 million, and include the $95,000 
settlement described above, and allowances of 
compensation to be determined by the court. Bank 
creditors are to receive for their claims of about $45 
million: $20 million in cash following confirmation of 
the plan; $10 million in the form of secured notes; 
and the balance of their claim in common stock, 
without step-up. The trustee has informed the court 
that he intends to sell a portion of ConVest’s interest 
in certain oil and gas reserves to the extent 
necessary to provide the proposed cash distribution. 


The secured notes are to mature seven years after 
the date of confirmation. They will bear variable 
interest at a defined prime rate, not to exceed 15%, 
payable quarterly. Interest only will be paid in each 
of the first two years. Principal payments of $2 
million are required at the end of the third year and 
each year thereafter. If CIC or its subsidiaries 
dispose of specified assets, the net proceeds will be 
applied to prepay the notes. The notes will be 
secured by a pledge of all of ConVest’s outstanding 
shares and 10% of the outstanding stock of VIL 
Insurance. Other security presently held by the 
banks will be released. 


Creditors in the two subordinated debenture- 
holder classes will receive common stock valued at 
112% of the amount of their debenture claim, 
principal and interest accrued to the date of 
confirmation. Other creditors, i.e., the disputed 
claims described above, if allowed, will also receive 
112% of their allowed claims, in common stock.?” 


The plan also extends common stock registration 


rights to large shareholders, which may be exercised 
twice within 5 years, with piggyback rights extended 
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to all shareholders. Registration costs will be borne 
by CIC. 


The plan embodies a compromise of objections to 
bank claims. The salient features of the compromise 
are that the banks relinquish their claim to default 
interest rates and any step-up they would be entitled 
to on common stock. The estate, in return, abandons 
certain claims against the banks arising from 
provisions of the ORA and the aborted 
restructuring.'® The compromise is conditioined on 
the confirmation of the plan and its consumma- 
tion. If the plan fails, the parties revert to their 
original legal positions without regard to 
concessions made in the settlement agreement. 


Table IV below shows the distribution of cash, 
securities and stock to the creditors and the 
respective holdings of all parties, including stock- 
holders, based on the court’s tentative valuation of 
$166 million. 


The reorganized company will be managed by a 
board of directors consisting of nine members 
designated by the trustee and subject to court 
approval pursuant to Section 221(5) of Chapter X. 
The trustee will be a tenth non-voting director until 
the earlier of his discharge by the court or his 
resignation. The initial board will serve until the 
annual meeting of shareholders to be held no later 
than seventeen months after the expected date of 
confirmation. The plan does not provide for 
cumulative voting for the subsequent election of 
directors nor does it grant the shareholders pre- 
emptive rights. 





‘6Objections and modifications have been proposed 
seeking reduction of the Wallaces’ stock interest. 


‘7Intercompany obligations arising from con- 
solidated return tax allocations, are not affected by 
the plan, since they are subject to Internal Revenue 
Service audit, but would have no net effect on the 
reorganized company. 


18These claims and the compromise are more fully 
discussed at pp. 55-62 infra. 
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Table iV—Continental Investment Corporation 
Estimated Distribution Per Trustee’s Plan 
(000 omitted) 


Allowed 
Claims 
12-31-80! 
$1,600 


Cash 
$1,600 
20,000 


Administrative claims 
Bank group per settlement 45,000 
Subordinated debentures 61,875 
Common—12,944,533 shares = = 

Total? $108,475 $21,600 


‘Includes 1980 interest on debentures at 9% and estimated 
variable rate interest on bank loans of $3,628,000, about 14% on 
principal. Variations in the average interest rate would change the 
$15 million balance and the number of shares to be issued to the 
banks, but such variations would be minor, a 1% change in rate 
equaling $260,000 or 65,000 shares. 


2Based on court's tentative valuation of $166 million. Deducting 
the cash and new notes, this would equate the new stock to 


IV. APPLICABLE STATUTORY STANDARDS 


Before a plan of reorganization may be approved or 
confirmed by the court, the plan must be found by 
the court to be “fair and equitable, and feasible.”?9 
The Supreme Court has held that fairness requires 
“.. .that each security holder in the order of his 
priority receives from that which is available for the 
satisfaction of his claim the equitable equivalent of 
the rights surrendered.””° This means that senior 
interests must receive full compensation for their 
claims before junior interests may participate and 
that all of the creditors must be compensated in full 
before stockholders can participate at all.” 


Fairness does not demand that creditors be 
compensated in cash. Indeed full payment incashis 
the exception rather than the rule. .Payment can be 
and usually is made in securities, and those 
securities may be 


“.. .of the same grade as are received by junior 
interests. Requirements of feasibility. . .fre- 
quently necessitate it in the interests of simpler 
and more conservative capital structures. And 
standards of fairness permit it. . . .[But] while 
creditors may be given inferior grades of 
securities, their ‘superior rights’ must be 
recognized. Clearly, those prior rights are not 
recognized, in cases where stockholders are 
participating in the plan, if creditors are given 
only a face amount of inferior securities equal 
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Common Stock 





Percent 
Claims Outstand- 
Balance ing 





Secured 
Notes Balance Amount 
$ $ $ 
10,000 15,000 15,000 
61,875 69,300 
—_ 50,100 
$10,000 $134,400 


Shares? 


3,875 
17,906 
12,944* 

34,725 


100.0 
112.0 


11.16 
51.56 
37.28 
100.00 


$134.4 million or $3.87 per share. 


>Subject to disputes as to claims and subordination discussed in 
this report. 


“Share-for-share for present common. About 463 shares for each 
$1,000 of debenture principal, which represents $1,792 with 
accrued interest. 





'9Sections 174 and 221(2) of Chapter X. 


“Itis clear. . thatthe Congress has required both that 
the required percentages of each class of security 
holders approve the plan and that the plan be found 
to be ‘fair and equitable’. The former is not a 
substitute for the latter. The court is not merely a 
ministerial register of the vote of the several classes 
of security holders. All those interested in the estate 
are entitled to the court’s protection. . . .The con- 
trary conclusion. .would make the _ judicial 
determination on the issue of fairness a mere 
formality and would effectively destroy the function 
and the duty imposed by the Congress on the district 
courts. . . .That function and duty are no less here 
than they are in equity receivership reorganizations, 
where this Court said, ‘Every important determina- 
tion by the court in receivership proceedings calls 
for an informed, independent judgment’. National 
Surety Co. v. Coriell, 289 U.S. 426, 436.” So spoke a 
unanimous Supreme Court in Case v. Los Angeles 
Lumber Products Co., Ltd., 308 U.S. 106, 114-115 
(1939). 


2°Group of Institutional Investors v. Chicago, 
Milwaukee, St. Paul and Pac. R.R. Co., 318 U.S. 523, 
565 (1943). 


71Case v. Los Angeles Lumber Products Co., 308 U.S. 
106, 115-132 (1939); Consolidated Rock Products 
Co. v. DuBois, 312 U.S. 510, 527 (1941). 
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to the face amount of their claims. They must 
receive, in addition, compensation for the 
senior rights which they are to surrender. If they 
receive less than that full compensatory 
treatment, some of their property rights will be 
appropriated for the benefit of stockholders 
without compensation. That is not permis- 
sible.”22 


The fair and equitable concept, however, does not 
relate exclusively to appropriate allocations between 
classes of creditors and stockholders. It extends as 
well to other aspects of the reorganization 
proceeding. Thus, where, as here, a compromise of 
bank claims is embodied in the plan of 
reorganization, the court is required to reach an 
informed, independent determination that such 
compromise is fair and equitable.*? It also 
necessarily means, among other things, that 
creditors cannot be permitted to participate beyond 
their claims at the expense of stockholders.” 
Accordingly, value is of central significance in 
corporate reorganization.” 


The value of a business for corporate reorganization 
purposes turns principally on its earning capacity. 
As the late Judge Frank of the United States Court of 
Appeals for the Second Circuit observed: 


‘Value is the present worth of future 
anticipated earnings. It is not directly 
dependent on past earnings; these latter are 
important only as a guide in the prediction of 
future earnings.””° 


The application of this standard, “requires a 
prediction of what will occur in the future, an 
estimate, as distinguished from mathematical 
certainty is all that can be made. But that estimate 
must be based on an informed judgment which 
embraces all facts relevant to future earning 
capacity and hence to present worth, including, of 
course, the nature and condition of the properties, 
the past earnings record and all circumstances 
which indicate whether or not that record is a reliable 
criteria of future performance.”?’ 


Thus, to arrive at the value of a debtor’s business, 
prospective earnings are converted to present 
value by applying a capitalization rate or discount 
rate reflecting the expected annual rate of return on 
profit. Where the company involved manufactures 
specific products or provides services, forseable 
earnings are capitalized at an appropriate rate 
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derived from market yields on comparable 
businesses which reflect the business risk of the 
enterprise. In the case of a company such as 





22Consolidated Rock Products Co. v. DuBois, supra, 
312 U.S. 510, 528-529. The court went on to observe 
(pp. 529-530) that 


“Practical adjustments, rather than a rigid formula, 
are necessary. The method of effecting full 
compensation for senior claimants will vary from 
case to case. As indicated in the Boyd case (228 U.S. 
at p. 508), the creditors are entitled to have the full 
value of the property, whether ‘present or 
prospective, for dividends or only for purposes of 
control,’ first appropriated to payment of their 
claims. But whether in case of a solvent company the 
creditors should be made whole for the change in or 
loss of their seniority by an increased participation in 
assets, in earnings or in control, or in any 
combination thereof, will be dependent on the facts 
and requirements of each case. So long as the new 
securities offered are of a value equal to the 
creditors’ claims, the appropriateness of the formula 
employed rests in the informed discretion of the 
court.” (footnote omitted). 


23Protective Committee v. Anderson, 390 U.S. 414 
(1968). 


24See Protective Committee v. Anderson, supra, at 
445-454; Knight v. Wertheim & Co., 158 F.2d 838, 
843 (2nd Cir. 1946). 


25See Consolidated Rock Products Co. v. DuBois, 
supra, 312 U.S. at 524: 


“.. .[I]t is apparent that a determination of. . .value 
must be made so that criteria will be available to 
determine an appropriate allocation of new 
securities between bondholders [creditors] and 
stockholders in case there is an equity remaining 
after the bondholders [creditors] have been made 
whole.” 


26Frank, Epithetical Jurisprudence and the Work of 
the Securities and Exchange Commission in the 
Administration of Chapter X of the Bankruptcy Act, 
18 N.Y.U.L.Q. Rev. 317, 342, n. 68 (1941) cited with 
approval in Protective Committee v. Anderson, 390 
U.S. 414, n. 20 (1968). 


27Consolidated Rock Products Co. v. DuBois, supra, 
312 US. at 526. 
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ConVest, which is engaged principally in the 
production and sale of oil and natural gas, both of 
which are wasting assets, the appropriate method of 
valuation is to discount net cash receipts to present 
value.2® This method provides both for a return of 
capital and a predetermined rate of income on that 
capital. But even the selection of the appropriate 
discount rate involves a judgment which must be 
reasonably related to rates of return generally 
expected by investors from comparable investment 
opportunities. 


Apart from the capitalization of prospective income, 
other valuation elements may include, as they do in 
the instant case, i) cash and other assets not needed 
for the continuing business, and ii) the present value 
of available tax benefits. The final reorganization 
value is not meant to be the market price of the stock 
yet to be issued by a debtor about to take its leave of 
the bankruptcy court.”? 


Feasibility requires among other things that the cash 
needed to carry out the plan be on hand, that the 
reorganized company begin life with adequate 
working capital, and that it be ina position to meet its 
obligations. The capital structure should be simple 
and conservative. This is necessary to minimize the 
likelihood of return engagements in the bankruptcy 


court with new losses to creditors and stockholders, 
fresh rounds of fees and further imposition on the 
time of the federal courts. 


From what we have said it is clear that valuation is 
central to the reorganization process. Should 
creditors’ claims exceed the value of the business, 
shareholders have no economic interest in the 
debtor. Conversely, if the business is worth more 
than the aggregate amount to which the holders of 
senior interests are entitled, those who hold junior 
interests must be given appropriate participation in 
the reorganized enterprise. Valuation is also 
significant for purposes of feasibility since the 
proposed capitalization must be related to the value 
of the enterprise. 


V. EARNINGS AND VALUATIONS 


Valuations were offered for the court’s considera- 
tion by the trustee, $179 million; the committee of 
bank creditors, $136 million; the debentureholders 
committee, $110.5 million; majority stockholders, 
$219-$229 million; and OC Associates? $96.6 
million. The court tentatively found a value of $166 
million. 
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First Boston Corporation (“First Boston”) testified for 
the trustee, Merrill Lynch White Weld Capital 
Markets Group (“Merrill Lynch”) for the bank 
creditors, Lehman Brothers Kuhn Loeb, Inc. 
(“Lehman”) for OC Associates, Harris S. Richardson, 
Jr. (“Richardson”), Dudley M. Harman (“Harman”) 
for the debentureholders committee, and Allen R. 
Finlay (“Finlay”) for the majority stockholders. Each 
of the companies named is an investment banker. 
The three individuals are business consultants.*! 





*8Parker Petroleum Co., Inc., 39 SEC 548, 559-568 
(1959); King Resources Company, Corporate 
Reorganization Release No. 316 (August 13, 1975), 
7 SEC Docket 615, 622-627; Imperial-American 
Resources Fund, Inc., Corporate Reorganization 
Release No. 320 (September 28, 1976), 10 SEC 
Docket 630-639. 


29As one reorganization court aptly pointed out, 


“Reorganization value represents the best estimate 
of value the marketplace would put on a company 
comparable to New Company. However, because of 
uncertainties associated with a company emerging 
from Chapter X proceedings, possible initial selling 
pressure, and perhaps other factors, individual 
shares of stock of New Company may trade in the 
near future at less than reorganization value.” Equity 
Funding Corporation of America, 416 F. Supp. 132, 
145 (C.D. Cal. 1975). 


30QC Associates is a joint venture of an affiliate of 
Oppenheimer & Co., an investment banker, and the 
Charter Company, an oil company. The partnership, 
and its predecessor, Oppenheimer, acquired about 
$22.8 million principal amount (59%) of CIC 
debentures between November 1978 and the end of 
1979. 


The actuaries and petroleum engineers who 
testified were aligned as follows: 


Acutaries: 
For Trustee: 
For OC Associates: 


Milliman & Robertson 
Coopers & Lybrand, 
actuarial division 
Tillinghast, Nelson & 
Warren 
Robert S. Yoder, 
Associates 


“Tulin” 
“Hill” 


“Anderson” 


For majority 
stockholders: 

Petroleum Engineers 

For trustee: 

For OC Associates: 


“Yoder” 


BP Huddleston & Co. 
Ryder Scott Company 


“Huddleston” 
“Gaston” 


Volume 21, No. 5, November 11, 1980 





The conflicting values developed by the contending 
parties reflect differing views on a wide range of 
factors. Since CIC’s three principal businesses have 
different characteristics, it will be most convenient 
to start by considering them separately. A fuller 
description of each of the businesses is contained in 
Appendix A. 


UIL Insurance 


The witnesses for the trustee, OC Associates and the 
majority stockholders addressed the actuarial value 
of the insurance company. The trustee’s witness, 
Tulin, made a full actuarial study of the company, 
and the disagreement of the other two studies 
centered on limited critical factors.°? 


Their conclusions may be summarized as follows: 


(in millions) 

Majority 
Stock- 

holders 


0. C. 
Trustee Associates 
Adjusted statutory book 
value 
Insurance currently in 
force 54 36 54 
Less re-insurance (3) (3) (3) 
Future new business 48 20 71 
Annuity business 1 1 1 
Phase III: 
Federal income tax 
Total 


$27 $27 $27 


(10) (1) 
$117 $80 $150 
The only significant actuarial difference was raised 
by OC Associates actuary Hill. He was of the opinion 
that the conversion options provided by the 
insurance company’s modified premium whole life 
plan®* would lead to adverse selection. He doubled 
the mortality rate** for the 11th to 15th years of such 
policies, producing a lower profit thereon. On 
rebuttal, the trustees’ witness testified that adverse 
selection had been considered in developing his 
valuation, that the annual renewable term policies 
had been adjusted for that factor, but that the 
analysis of the modified premium whole life policies 
had produced an adjustment, even assuming 
perfect selection by the policy holder, which he 
considered negligible. 


The trustee’s witness also testified that he had just 
rerun the projections, incorporating Hill’s double 
mortality factor, and found the change would have 
reduced the value by $4 million, half on existing and 
half on new business. Hill had testified that the 
change would reduce the value $11 million,of which 
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$7 million would be on new business. 


The principal differences among the experts were as 
to growth and discount factors. The discount rate is 
the factor used to reduce projected annual revenue 
over a period of years to a single present value. The 
trustee’s expert used an annual compounded rate of 
12%. The majority stockholders’ witness also used 
12%. OC Associates’ witness testified that the range 
should be 12-18%, and used the midpoint, 15%, to 
represent that range. 


The growth rate, which refers to the assumptions 
made as to annual increases in policies through new 
sales, applies to the new business component, 
although the present value of the resulting profits 
also depends on the kind of policies assumed to be 
sold, involving the actuarial factors, and the discount 
rate applied to such future benefits. 


The trustee’s witness assumed a sharp increase in 
sales in the first five years, about 15% in 1980, and 
11% annually from 1981-1984. The growth 
assumption was dropped to 3-1/2% in 1985 and 
scaled down annually to 2-1/4% in 1990. The recent 
historical experience has been: 





320C Associates witness testified that it also made a 
complete study, but both its data and most of its 
assumptions were the same as those used by Tulin. 
Cf. Equity Funding Corporation, Corporate Re- 
organization Release No. 317 (November 25, 1975), 
8 SEC Docket 589, 605, 610; Equity Funding 
Corporation, 416 F. Supp. 132, 142, 143 (C.D. Cal. 
1975). 


3The modified premium whole life plan, in 
substance, charges term insurance rates for the first 
10 years. A small advance deposit distinguishes it 
technically from a convertible term policy. Atthe end 
of that period, the policy holder may accept an 
ordinary life premium, based on attained age, defer 
that decision by converting to another modified 
premium whole life plan, starting another 10 years of 
term rate, or converting to a declining ordinary life 
policy which maintains a low premium by steadily 
reducing coverage. The fourth unstated option 
would be to let the policy lapse. Adverse selection 
refers to the probability that policy holders will make 
the most unfavorable choice for the company, in the 
light of the policy holders then state of health. 


Al of the experts used as a base 82% of the 1965- 
70 Base Select and Ultimate ANB Table. 
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Annual Premiums 
(in millions) 
$2.9 
$4.4 
$6.6 50.0 
$5.4 (18.0) 
$5.6 is 
$5.7 1.8 


Percentage 
Increase 


52.0 


Lathrop, a First Boston expert on insurance 
company valuation, attributed much of the 1975- 
1976 growth to a successful promotion of modified 
premium whole life policies in the southeast and the 
1977 drop to loss of the responsible sales staff in that 
region. He stated that the company no longer 
emphasized that class of business. The future 
growth rates were based on forecasts of growth in 
sales force and a per capita sales factor. 


The actuary for the majority stockholders, Yoder, 
assumed an initial growth rate of 15%, graded down 
to 10-1/2. In his view, Tulin was extremely 
conservative. He emphasized the compound 
average annual rate of 17% for 1975-1979, despite 
the adverse effect of CIC’s bankruptcy. The pattern 
for that period, shown above, however, is obviously 
unsuitable for averaging. 


OC Associates’ witness assumed a compound 7% 
growth rate for the six year period 1978-1984. The 
inclusion of the two low growth historical years 
means that this assumption includes a sharp 


recovery following the reorganization. Like the 
trustee’s witness, he assumed the growth will drop to 
3.5% in 1985, grading down to 2.24%. 


The majority stockholders’ actuary also criticized 
the investment income factor used. The investments 
of an insurance company, representing its reserves, 
produce a significant part of its income. Such 
investments are normally long term, but a {‘new 
money rate” is applied to new investments, from 
future reserve increases and maturities of old 
investments. The trustee’s witness assumed a 12% 
new money rate for 1980, grading down to 7-1/2% 
by 1990. 


Since the new money rate is incremental, its 
immediate effect on the total investment income is 
limited, but grows as the existing portfolio is 
replaced over time. Since the new money rate also 
enters into the offsetting reserve calculation, 
complex offsetting adjustments result from any 
change. 
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The majority stockholders’ actuary stated that both 
the growth rate and new money rate failed to give 
adequate weight to the effect of inflation, but does 
not seem to have recalculated the new money rate 
factor. 


The final area of difference is the “Phase III” tax.*® 
The trustee’s actuary’s predictions led to Phase III 
tax liability, commencing in 1989 and continuing for 
the balance of their projection and aggregating $112 
million over those 16 years, which was discounted to 
$10 million present value. The majority stockholders 
actuary rejected this assumption, stating that no 
insurance company has yet incurred a Phase III tax 
unless it was liquidated and concluding that proper 
tax planning would avoid that obligation. 


OC Associates actuary assumed lower profits and a 
lower peak.2¢ These combinations produced an 
aggregate tax of about $8 million, which their higher 
discount rate reduced to $1 million present value. 


All parties, except the majority stockholders 
accepted normalized earnings of UIL Insurance, 
within the $11-$12 million range. Trustee’s witness 
was of the opinion that projections for more than two 
years tend to become unreliable. However, he felt 
that normalized earnings need not be reached for 2 
to 3 years so that the average of his projected 
earnings of 1980-1983, $12 million, appeared to be 
appropriate. 





*Under the Internal Revenue Code, life insurance 
company income is divided into two parts, one being 
income from the investment portfolio, the second 
being the excess of premium income over claims 
and benefits. The reserves for future benefits are 
specially computed and, subject to complicated 
limitations, up to half of the underwriting income is 
excluded from taxable income and allocated to a 
policy holders’ surplus. A Phase III tax arises if the 
accumulated policy holders’ surplus exceeds 
specified percentages of statutory reserves or 
premium income, or is otherwise withdrawn. This is 
a species of deferred taxable income, which remains 
untaxed for an indefinite period, unless the specified 
contingencies occur. 


The five year high growth period 1980-1984 would 
escalate the deferred amount, while the following 
low growth period assumed reduces sharply the 
statutory maximums, automatically forcing a portion 
of the accumulation into taxable income. 
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OC Associates witness arrived at normalized 
earnings of $11 million by averaging his projection of 
earnings for the same four years.°’ 


The debentureholders committee witness accepted 
trustee’s earnings projections, but reduced the 
average to $11.4 million to compensate for 
unforeseen adverse factors, such as a recession and 
the possibility that management might not be able to 
meet projections for increasing the W&R sales force 
or to achieve the forecast rate of growth in the face of 
an expected increase in competition. 


The bank group’s witness also accepted trustee’s 
projections but averaged only the three years 1980- 
1982 to arrive at $11.1 million. It was his view that 
over this period the economy would go through a 
cycle comencing with the current recession, a 
recovery starting sometime in the first half of 1981, 
and a favorable business climate in 1982. It would 
not require a longer period to achieve an earnings 
level free of the effects of the bankruptcy. 


The majority stockholders expert preferred to use 
the $8.4 million of 1979 actual earnings as his base, 
and apply a multiplier of 16.7 to reach $140 million 
although he criticized the trustee’s forecast of $12 
million as being too low. 


The experts each chose a sample of life insurance 
companies® and computed multipliers in the 
standard fashion, with results as tabulated: 


Fulkerson 
For Majority 
Stock- 
holders 


First 
Boston 
For Trustee 


Merrill 
Lynch For 
Banks 


Lehman 
For 0.C. 
Assoc. 
Companies 
selected 15 14 6 4 
Range 6.4 to 10.2 5.5 to 8.2 6.4to 8.3 12.1 to 22.2 
Multiples used 9.75 7.8 2 16.7 
(in millions) 
$117 $86.6! 2 
117 NA $80 


Value assigned 
Actuarial value 


$140 
150 


‘Adding back a $600,000 parent company expense allocation for 
comparability. 


Lehman, like the witness for the debentureholders committee, was of the 
opinion that a separate valuation was improper. Seegal testified, that, if 
necessary, he would apply a multiplier of 6 to reach a $66 million value. For 


another purpose, Lehman's witness, Snowden used $90 million as the top 
range of the actuarial value. 


ConVest 


ConVest has sponsored an oil and gas limited 
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partnership each year since 1973, two in 1980.*? The 
limited partners received 60% of the partnership 
revenues and ConVest 40%. ConVest also invests 
and participates, usually to the extent of 1%, in the 
limited partners’ portion. The partnership assets are 
principally on shore in the Gulf states, but include 
leases in Wyoming. As of January 1, 1979, the 
partnerships had interests in 95 completed wells in 
22 fields. 


The trustee’s petroleum engineers, B P Huddle- 
ston & Co. Inc., valued the ConVest oil and gas 
resources as of January 1, 1979, and updated their 
valuation as of January 1, 1980. Valuation of oil and 
gas reserves is based on an engineering 
determination of total amount of oil or gas which can 
be economically produced from a reservoir, the 
annual rate of production, and the costs of 
production. Price forecasts determine the annual 
revenues over the life of the property, from which are 
deducted production costs and severance taxes to 
compute the annual cash income. Most of the 
capital costs of acquiring and drilling the wells and 
the antecedent exploration costs, have already been 
expended and are not reflected in this computation. 





37Despite the extensive disagreements of the 
trustee’s and OC Associates actuarial witnesses, 
there was a remarkably close concurrence in the 
projections of income for the next four years. 
Calculating the respective four year averages to two 
decimal places yields $11.98 million for the 
trustee’s forecast and $11.43 million for OC 
Associates’ forecast, although they rounded in 
opposite directions. 


38Nine of Merrill Lynch’s 14 insurance companies 
and all six of Lehman’s were included in First 
Boston’s 15. Fulkerson’s selection was unique. 
Business Men’s Assurance Company appeared in all 
but Fulkerson’s list, but First Boston and Lehman 
excluded differing parts of its history because of 
anomalies. First Boston and Lehman averaged on a 
quarterly basis, Merrill Lynch averaged the high and 
low ratios and Fulkerson used the annual mean. 
Merrill Lynch limited its review to the past 12 
months, First Boston and Lehman to a five year 
history, and Fulkerson used 10 years. 


3%The ConVest 1980 Energy Income Program does 
not engage in exploration, but is limited to already 
proven reserves, and ConVest’s interest is 15% 
rather than 40%. 
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The engineers allow for additional development 
costs, such as offsetting wells, and replacements. 
The forecast annual cash flow is, in part, a return of 
capital.*° It present value is established by applying 
an appropriate compound discount rate. 


The critical valuation elements are thus the 
engineers’ reserve data, the assumed future prices 
of the product, and the annual discount rate 
employed. Production costs are normally 
insignificant. 


The trustee’s witness fixed the proven and probable 
reserves of the partnerships at January 1, 1980, at 
about 4.2 million barrels of oil and 12 million MCF of 
natural gas. Based on his pricing forecast, this would 
produce about $210 million gross, or $165 million 
after future costs. He applied a 12% annual discount 
rate to place the present value of the partner- 
ship reserve at $94.2 million. The calculation of 
ConVest’s share of the partnersip reserves was made 
by First Boston. It represented slightly over 41%*', or 
$38,970,000 of the $94,239,000 present value. 





40Since the Internal Revenue Code also permits 
immediate deduction of most of the antecedent 
cost, the annual cash flow is close to the taxable 
income for any particular well, but deductions for 
new exploration and development tend to offset the 
income from completed wells, as long as the 
business expands. 


“1In the 1973 partnership, ConVest owns 4%, rather 
than 1%, in addition to its general partner’s share. 


‘2Major further downward adjustments were 
subsequently made in the OC Associates valuation, 
which ranged from $23 million down to $16 million, 
to which we will return. 


*ConVest sold early in 1980, the partnership 
interests in, Grass Island, Apache Ranch and Farwell 
Island properties for about $4.5 million in cash. They 
had been included in the trustee’s exhibit at an 
aggregate value of $2,929,000, but were excluded 
from OC Associates report because of the sale. At OC 
Associates’ 10% discount rate, the present value 
would have been $3,280,000. 


“Including other undescribed adjustments to the 
extent of about 5%. 
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The petroleum engineer for OC Associates, Gaston, 
also valued the reserves as of January 1, 1980. He 
had segregated ConVest’s interests in the 
partnership from the beginning, and so arrived 
directly at a present value for ConVest’s interest of 
about $30.6 million for proven reserves and $2.3 
million for probable reserves.*? However, these 
computations were based on a 10% discount rate 
compounded monthly, an effective annual rate of 
about 10.47%, rather than the 12% annual rate used 
by trustee’s petroleum engineer, and so understate 
the difference between the two appraisals. 


Before discussing the substantive disagreements it 
is important to eliminate the facial confusion arising 
from the differing base discount rates, and the 
differing stage at which focus was shifted from the 
value of the partnership reserves to the value of 
ConVest’s share therein. The fullest attempt at 
reconciliation in the record was based on 
simultaneously restating the OC Associates’ exhibit 
to include the full partnership reserves and the 
trustee’s exhibit to apply a 10% discount rate. The 
results may be summarized as follows: 


Trustee’s 
$164,598 ,686 
101,760,648 
$40,704,256 


OC Associates 
$126,542,726 

79,770,815 
$31,908,326% 


Future net income 
Discounted at 10% 
ConVest share 40% 
Ryder Scott reserve 
adjustments: 
Masar 
Pollan** 


(1,346,000) 
(7,450,000) 


$31,908,256 $31,908,326 


This reconciliation is a little too good to be true. As 
the table shows, Gaston’s use of 40% as ConVest’s 
share of the partnership produced a value $1 million 
less than the $32,894,343 he had reached by a full 
computation in his report. 


If, as Gaston apparently testified, the $79.8 million 
partnership value he presented included an 
additional $3,280,000 for the three sold leases, the 
discrepancy in his computation widens by 40%, 
thereof, or $1.3 million, to $2.3 million. If the $79.8 
million did not in fact include this adjustment, the 
same $1.3 million discrepancy would appear as a 
needed but unmade adjustment of the trustee’s 
value. 


Moreover, the two engineers used different pricing, 
the trustee’s expert using an 8% annual escalation 
factor for oil prices and OC Associates expert using 
9%. This necessarily created another unadjusted for 
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difference in their values.* This difference, however, 
would increase OC Associates value and so would 
tend to offset the other discrepancies noted. 


The engineering disputes are actually limited to the 
two OC Associate adjustments tabulated in the 
tentative reconciliation. Two gas wells had been 
successfully completed in the Masar field at the time 
of the trustee’s original report and that property was 
classified as a proven reserve. After a brief period of 
actual production, one of the wells ceased to flow, 
and the second experienced a major and 
unexpected decline in production. OC Associates 
witness concluded that the difficulty was not 
mechanical, and indicated that the recoverable 
reserves were less than half of the original quantity 
assigned. The trustee’s witness believed it was a 
mechanical problem and assumed that two 
previously separate zones are now in communica- 
tion. He recognized, however, the possibility that 
Masar might water out. 


Four wells were drilled in 1980 in the Pollan field, 
after the trustee’s expert’s valuation. Three were 
successfully completed. OC Associates engineer 
adjusted the proven reserves upward, on the basis of 
this experience, eliminating the probable reserves 
assigned by the trustee’s engineer. 


The fourth well, identified as A-3, was viewed by OC 
Associates engineer as unproductive.** Based on 
this conclusion, another dry hole of about the same 
depth in the area, and an analysis of the geological 
structure, he decided that the contour lines in the 
Pollan field should be sharply narrowed and that 
leases in the western part of the field owned by 


ConVest should no longer be considered as 
containing even probable reserves. The trustee’s 
witness had assigned proven reserves to this area. 


The substantive engineering disagreements are a 
useful reminder of the complexity of the oil business. 
Each new well adds data which may change previous 
conclusions. As usual, the early 1980 drilling 
produced both good and bad news for ConVest. But 
the changes do not appear to be critical. There was 
far more agreement then disagreement among the 
engineers. 


The inherent uncertainties about what is in the 
ground must be reflected in the discount used to 
value the properties. And it is on this aspect that the 
important controversies among the parties 
focused.*” 
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The trustee’s witnesses applied a 12% annual 
discount rate. OC Associates witnesses reached a 
result equivalent to a 20% discount rate by a rather 
complicated process and submitted three other 
alternatives. The bank group’s financial witness 
applied a 15% annual discount rate. Their results are 
tabulated below as presented, including a series of 
additional factors. Each party accepted 
management’s estimate of general administrative 
expenses as 4% of net revenues, and of effective 
income tax rates.*® 





“The Windfall Profits Tax Act of 1980 became law 
after the trustee’s exhibit was prepared, but before 
OC Associates report. The extent of the exemptions 
remained uncertain until the end of the legislative 
process, when provisions that would have exempted 
properties like ConVest’s were deleted. The trustee’s 
witness was of the view that the tax effect made the 
difference in escalation rates insignificant. 


“6He was aware that oil was found in it on swab 
testing, but did not accept that as evidence of 
capacity to be a commercial producer. 


‘7The majority stockholders presented Robert S. 
Pindyck, a professor of economics, to testify as to 
future oil prices. He testified as to world oil prices, 
but was of the opinion domestic prices will reach the 
world level by October 1981. He expected a real 
price increase at the annual rate of 4%. The dollar 
increase forecast was the sum of the 4% and the 
annual inflation rate, assuming a reasonably stable 
political situation in the Middle East. The majority 
stockholders’ valuation witness computed the effect 
of these price assumptions and concluded they 
would increase future partnership reserves and cash 
flow, after allowing for additional costs by $47.7 
million (29%) and the present value of ConVest’s 
interest therein by $9.6 million (25%) before income 
tax. It was brought out on cross examination that the 
forecast 1999 price was $237 a barrel. The majority 
stockholders also based their administrative 
expense on 4% of the trustee’s average estimate 
rather than on their own estimate. 


48The rates were developed year by year for the first 
years ranging from 10% to 22.6%. A uniform 30% 
was applied thereafter, the overall average being 
18.9%. Due to the effect of discounting, variations in 
later years have little impact on the result. 
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Table V'—ConVest Energy Corporation 
Components of Value as of January 1, 1980 
(000 omitted) 


Present Values: 
Discount rate employed 
Reserves? 


Trustee 
12% 
$38,970 


Banks 
15% 
$32,992 
(1,319) 
(6,066) 
$25,607 


General & administrative expenses* (1,445) 
(7,092) 
$30,433 


Provision for income taxes* 
Net 

Adjusted 

Adjustments to reserves* “ 
Expense split, Williams Ranch 437 
Collections on partnership notes 2,071 
Grass Island sale 691 
1980 income fund 698 


Total $34,330 


398 
1,783 
691 
698 
$29,177 


*See text. 


‘Data has been obtained or extrapolated from First Boston’s report 
of March 1980, Schedule XI; Majority Stockholders Revised 
Exhibit 43; Bank Committee Exhibit 1-d; and the OC Associates 
exhibits as indicated. 


?Represents ConVest’s share of partnership interests in future net 
revenues. This share was variously computed as follows: Trustee, 
44% of 1973 Program and 41% of 1974-79 programs for an 
effective average of 41.35%; Majority Stockholders, 41.3%; Bank 
Committee, 41%; OC Associates, 40%. 


>For proven and probable reserves, respectively. 


The differences in amount reflect principally the 
different discount rates,’® but also the OC Associates 
changes in reserve estimates. 


The “Expense Split on Williams Ranch” adjustment 
corrects an error. The ConVest partnership 
agreements charge ConVest for tangible costs and 
the limited partners for intangible costs. It was found 
that the formula would work out to 20% for ConVest 
on the particular property, contrary to the original 
working assumptions. Again the differences in 
amount reflect the discount rate differences. 


At the time of the hearing, ConVest had raised, but 
not invested, $3 million from its 1980 Energy 
Income Fund Program. The interest on uninvested 
funds is credited to the limited partners, but on 
investment, ConVest becomes entitled to 31%, (15% 
as operator and 16% as investor) of the oil and gas 
revenues. This is the fund limited to acquisition of 
already developed programs. A $698,000 allowance 
for the value of that prospective revenue was 
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Majority 
Stock- 
holders 

12% 
$48,608 
(1,445) 
(8,914) — (6,117) 
$38,249 $23,000* $24,063° 


OC Associates 
Exhibits 
9&12 
15/20%3 
$24,834 
(990) 
(4/570) . (3;625) 
$19,274 $16,122 
= — $16,536° 
334 334 
1,579 1,579 
698 698 
$26,674 $21,885 


Exhibits 

10 & 12 

20/25%? 
$20,569 
(822) 


Exhibits 


Ex. 4 11 &12 


20% 
$23,002 


Ex. 8 
10% 
$31,440 
(1,260) 


7 


334 
Lovo 
698 
$25,611 


334 334 
1,579 1,579 
698 698 
$18,733 $19,147° 


“Rounded from $22,569,000 computed by alternative method 
discussed in text. 


5Revised from $24,070 shown on exhibit to avoid arithmetical 
discrepancy. 


®OC Ex. 8, reduced to percentage values ranging from 72.5% to 
32.5%, used on OC Ex. 4. The $16,536 was transposed as $16,563 
on OC Ex. 12, so our total of $19,147 differs by the same amount 
from the OC Ex. 12 total of $19,174. 


7Lehman report of May 1980, as amended in testimony and OC Ex. 
12. 


eventually accepted by the parties. 


ConVest will also receive a portion of the limited 
partners’ 60% share of oil and gas revenues in 
reimbursement for costs advanced by it to the 
partnerships on the 1975 and 1977 programs. 
These receivables had been written off in ConVest’s 
accounts, but the programs have been successful 
enough to provide for partial collection. According- 
ly, this portion of the revenue is assimulated to 
ConVest’s 40%, each party applying its own discount 
rates. 


As noted above, the revenues from the three leases 
sold in 1980 were excluded from OC Associates 
engineering study, but included in the study of the 
trustee’s engineer made before the sale, and also 
used by the bank group as the basis for its discount 





49For tax and expense deductions, OC Associates 
applied its base 10% compounded monthly rate. The 
others applied their general 12% or 15% rate. 
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adjustment. The trustee and the bank group 
adjusted their reserve valuation by adding 
$691,000, the amount by which the sales price 
exceeded the discounted value assigned the lease 
revenues. 


In principle, these leases should now be excluded 
from the reserve valuation. They have been replaced 
by cash in hand. But the necessary detail for such 
adjustment is not in the record.®° As long as the 
proceeds are not counted twice, it is sufficient for the 
purpose to adjust in this manner, but it must be 
remembered that OC Associates computation 
differs from the other two for this reason. 


We return to OC Associates method of reaching its 
ultimate valuation. Again it is necessary to clarify 
semantic disputes, which occupied a great deal of 
hearing time, to reach the underlying substantive 
disagreements. OC Associates Exhibit 4 was 
identified on its face as an “Estimate of Fair Market 
Value” and followed a standard industry practice®! of 
adjusting the discounted present value of the 
reserves, as revised by their engineer, by a 
percentage to obtain a “lst Estimate Fair Market 
Value”. 


OC Associates witness applies 72-1/2% to his 
discounted present value to price the principal 
reserves examined and checked it against a straight 
20% discount, finding the two amounts to be about 
equal.** Since the other experts adhered toa straight 
discount method, it is valid and simpler to speak of 
OC Associates choice of a 20% discount rate for 
comparative purposes. The two methods were 
expressly used and produced essentially the same 
results. 


The confusion at the hearing arose from OC 
Associates insistence that the “fair market value” 
identification in its own exhibit was a misnomer, and 
the percentage factor employed was really a risk 
adjustment factor reflecting an engineer’s estimate 
of the risk that the engineer’s reserve estimates 
would not be realized. It was urged that such a risk 
adjustment factor was an essential part of any 
engineering appraisal of oil and gas reserves and 
that failure of the trustee’s engineer to so reduce the 
appraisal was a fatal omission in the trustee’s 
valuation. 


We cannot accept that testimony. OC Associates 


experienced engineer, despite testifying that a risk 
adjustment factor was a standard industry practice, 
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submitted a conventional report in this case and 
identified his proposed adjustment repeatedly as a 
fair market value adjustment in the exhibit in which 
he first proposed it. When pressed, on cross- 
examination, for an instance in which he had 
previously used a risk adjustment factor, he merely 
described a large appraisal in which he had 
submitted a conventional report. He later learned 
that the properties appraised had been sold and 
satisfied himself that application of the same 
percentages to that appraisal as he supported here 
would have approximated the sale price. At best, this 
bore on the relationship of his estimates to fair 
market value, since he used no new information 
about actual production in his personal check of his 
prior report. A closer examination of OC Associates 
Exibit 4 reveals that an express risk factor “Ratio to 
Proved Producing” was applied to distinguish 





‘Their present value in the trustee’s appraisal was 
$2,929,000 for the full partnership interest. The 
bank group value cannot be fixed without a year by 
year discounting at their rate. And the percentage 
overhead and income tax adjustments included 
these revenues and are also a little high. 


‘\This practice has a sound pragmatic basis. Once a 
computer is programmed with the complex lease by 
lease data, it is relatively simple to obtain present 
values reflecting any of a wide variety of possible 
assumptions, but a third party cannot factor in such 
adjustments without a computer programmed with 
the full engineering data. Hence bargaining perforce 
tends to take the form of applying a simple 
percentage adjustment to the basic computer 
produced bottom line. The industry preference 
testified to, for use of a general discount rate, 
currently 10%, rather than a rate selected from the 
money market, reflects the same _ practical 
limitations. It preserves the comparability of the 
engineers’ basic computations. The yield can be 
adjusted by a subsequent uniform percentage 
factor, reached by negotiation. 


520C Associates divided reserves into five categories 
and scaled down the percentage factor for each 
category. Since the producing reserves were 
predominant, this refinement made little difference. 
The trustee’s engineer had also distinguished 
among the standard categories in his underlying 
data, used and accepted except as noted above, by 
OC Associates’ expert. The trustee’s witness allowed 
for the category differences by weighting his 
discount rate. 
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between the five categories of reserves, ranging from 
100% for proved producing to 45% for probable 
undeveloped. These factors were applied to the 
72.5% fair market value base, so as io value proved 
producing reserves at 72-1/2% of their discounted 
present value, and probable undeveloped reserves 
at 32-1/2%. 


Considering the fair market value adjustment as an 
additional risk factor would involve the application of 
no less than three adjustments for the same risk, 
including the engineer's initial recovery rate. The 
third would involve a large and uniform discount on 
all wells land all categories of reserves for what is 
inherently a site specific risk. And it would leave no 
adjustment for an obvious, important and uniformly 
applicable element, the need to adjust the basic 10% 
discount rate to current market. We can only 
conclude that the engineering witness somehow 
inextricably confused and equated the fair market 
value adjustment with which he started with the 
production risk he defined. 


This equation is not totally erroneous. Reserve 
studies have a high degree of validity and are relied 
on every day in buying, selling and lending on oil and 
gas reserves. But they are fallible. Any investment, 
whether in a security or a property, involves some 
risk of failure. The mathematical yield offered or 
expected includes both a pure return and a risk 
allowance. OC Associates engineer’s testimony 
reduces to an opinion that a 10% discount rate would 
represent a risk free return and that that rate must be 
doubled to allow for his own potential for error. His 
modest evaluation of his own work must be weighed 
in the context of his conservative reductions of 
reserve estimates, the conceptual confusion 
displayed in his testimony and the opinions of the 
other petroleum engineers. 


The reserves are off-balance sheet assets. ConVest’s 
December 31, 1979 balance sheet (Table II] supra) 
shows entirely different assets.°> Most of these 
assets are the source of the production valued by the 
engineers and will be consumed in such operation. 
The mobile equipment, including a small airplane 
purchased about a year ago for about $250,000, is 
similarly not an independent source of income, or 
capable of surviving the production period. The 
opinion of the trustee’s expert that the salvage 
potential of well equipment is too small to be worth 
further study is realistic. Strictly speaking, the 
undrilled acreage is in a different category, but 
assigning no value to its possible reserves is part of 
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the overall weighting of various reserve categories, 
and valid as long as such acreage is a reasonable 
proportion of the total. 


The reserve approach omits the future business 
aspect of ConVest’s operation and its record of 
relative success in obtaining new reserves. Such 
intangibles as experienced personnel and 
accumulated geological data are related to this 
aspect of its business. This subject is part of more 
general methodological issues, to which we will 
return. 


Waddell & Reed, Inc. (“W&R”) 


W&R’s primary sources of income’ are 
management and service fees from mutual funds it 
manages and commissions on the mutual fund 
shares, insurance policies and limited partnership 
interests sold. Its expenses are the costs of the staff 
and facilities used for these businesses. Its revenues 
depend on the size of the mutual funds managed 
and the annual volume of sales. 


Its assets consist principally of working capital, 
much of which is in the form of short-term 
investments. One effect of this case has been an 
accumulation of cash equivalent, representing its 
profits, well above normal levels. The resulting 
interest income must be eliminated from W&R’s 
earnings record since the plan disposes of the 
excess cash which produced it. 





ZS 000 omitted 
Productive leaseholds 

Lease and well equipment 
Abandoned equipment 

Undrilled acreage 


Total Cost 
Depreciation and amortization . . (3,828) 
Furniture and equipment—net 


“Although W&R also owns 90% of the stock of UIL 
Insurance and receives the dividends thereon, this 
investment is segregated for analytical purposes. 
RMA, the investment advisor subsidiary, which 
earns fees for managing accounts for other clients, 
principally pension and endowment funds, is 
included in our discussion of W&R. W&R has no 
proprietary interest in the mutual funds, except fora 
small inventory of their shares included in 
investments for purposes of this report. 
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After reviewing W&R’s earnings history, the trustee’s 
expert, First Boston, chose the average of its after tax 
income for the three years 1977-1979, $1,048,000, 
eliminating the interest on excess cash, as 
representative of W&R’s earning power. The 
management of W&R had forecast a substantial 
increase in income following reorganization.® First 
Boston decided that the volatility of the securities 
markets and the dependence of W&R’s revenues on 
levels of securities prices,°%© precluded reliable 
forecasting. They did accept an after-tax increase of 
$1 million a year, commencing in 1982, based on 
expected fee changes. The historical $1,048,000 
per annum, for the years 1980 and 1981, and 
$2,048,000 for the years 1982 and 1983 were 
averaged over the 4 years to produce “normalized” 
earnings of $1,548,000. 


First Boston had examined the price/earnings ratio 
of five investment management companies over the 
period 1974-1978 and concluded that a multiple of 
7 was appropriate for W&R. They considered W&R 
slightly better than the average of the five 
comparable companies. First Boston rounded the 
$10,836,000 product to $11 million, as the value of 
W&R, excluding excess cash and its investment in 
UIL Insurance, which were separately valued. 


Merrill Lynch, the bank groups valuation expert, 
accepted the $1,548,000 earnings base, but was of 
the opinion that a $200,000 deduction should be 
made for part of CIC’s corporate expenses. The 
witness applied a multiplier of 6 to $1,348,000 and 
concluded that W&R’s business was worth $8 
million. Merrill Lynch also examined the 
price/earnings ratios of the limited number of 
publicly held investment management companies, 
focusing on the last twelve months. Although they 
did not state the details, their results do not appear to 
differ radically from the 6.7 average found by First 
Boston. Merrill Lynch decided that W&R was inferior 
to the companies examined. Its multiple of 6 was 
“somewhat below the average” it computed. 


The majority stockholders’ expert, Finlay, disagreed 
on a number of points. He stated that First Boston 
had overlooked RMA, which historically has not quite 
broken even, but which W&R’s management 
considers an important profit potential, once the 
discouraging influence of CIC’s bankruptcy was 
removed, and had similarly failed to allow for the 
reorganization’s favorable effect on W&R’s future. 
He considered that the 1979 earnings, included in 
First Boston’s average, should have been adjusted to 
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eliminate the costs of establishing W&R’s money 
market fund, and that its subsequent success had 
been denied recognition by the First Boston method. 


He took First Boston’s $11 million valuation as a 
base, but increased it to $17 million to include a 
“control” premium. He treated the $17 million as a 
minimum and considered $26 million as the higher 
end of the range, based on his views as to the 
inadequacy of the earnings base used by First 
Boston. His conclusion was that $20 million was a 
reasonable value for W&R. 


We will note at this point that the control factor 
invoked is not applicable. Although CIC will control 
W&R, most of the recipients of CIC stock under the 
plan will have small holdings. Inclusion of a control 
premium in the value of their shares would be 
illusory. Moreover, W&R’s value turns, not on its own 
assets, but on its contractual relationships with the 
mutual funds it serves. Its profits from those 
relationships are already fully reflected in its income 
forecasts. 


OC Associates witness, Lehman, relied on the 1977- 
1979 historical income and assumed an after-tax fee 
increase of about $1 million a year, but included this 
in its three year average, producing normalized 
earnings of $2,026,000 after adjusting for the 
interest on excess funds. We note here that this 
procedure seems superior to First Boston’s, whose 
method actually recognized only half the increase by 
averaging two years’ increase over 4 years. Lehman 
discussed the prospect of improvement due to 
elimination of the bankruptcy status. It concluded 
that the principal limits on both W&R’s sales force 
and on the investment adviser subsidiary are the 
competition in the field. It gave no weight to the 
bankruptcy factor as far as the sales efforts were 





The Company’s forecast, prepared early in 1979, 
assumed a 59% increase in sales force by 1984, a 
109.6% increase in the Standard & Poors 500 index 
of stock market prices and a 63% increase in W&R’s 
revenues. The result was a W&R net income growing 
from $1.4 million in 1978 to $4.8 million in 1984. 
The average for the four years 1981-1984 was $3.65 


million. Trustee’s Exhibit 25 reduced the 
management forecast to an average of $2.85 million. 


56Both the size of the managed portfolios and the 
price of shares thereof depend directly on market 
values, and in turn govern the amount of fees and 
commissions. 
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concerned. It expected the investment advisor’s 
position to continue to improve, but concluded that 
the change in status would not have significant 
results. Lehman employed a multiplier of 5 to value 
W&R at $10 million. It disagreed with First Boston’s 
multiple for two reasons. It noted that the financial 
service companies that First Boston had examined 
did not rely significantly on distributioin of 
investment products, a major part of W&R’s 
business, and that the comparable companies had a 
high cash dividend yield.°’ 


Available Cash 


An income based valuation includes all of the 
physical assets, including working capital, needed to 
carry on the businesses which produce the income. 
In the present case, for example, the large portfolio 
of marketable securities held by UIL Insurance is not 
separately valued because such investments are an 
essential part of a life insurance business, and the 
income therefrom is included in the earning power 
of that company. 


Working capital employed in a business includes 
both current assets, such as accounts receivable 
and inventories, and current Jiabilities, both 
representing the lag between making a sale or 
incurring an expense and the time of actual 
payment. Aithough individual items in these 
categories turn over rapidly, they are continuously 
replaced and it is convenient to regard the working 
capital as a single fund employed in the business. It 
is a net fund because the delay in payments offsets, 
pro tanto, delays in collections. 


Cash is part of working capital, and accumulations in 
excess of the needed working capital are normally 
represented by excess cash balances (including 
temporary cash investments). This excess is the 
cash available to distribute under a plan, and is not 
reflected in the going concern income forecasts. 
Consequently, excess or available cash is an 
addition to the estate’s going concern vaiue.*8 


Available cash as of December 31, 1980 was 
computed by the trustee’s staff as follows: 


(000 omitted) 
W&R ConVest CIC 
$9,500 $1,250 
(3,200) (1,200) 
$6,300 $50 


Total 
$4,100 $14,850 
(1,000) (5,400) 
$3,100 $9,450 
(1,500) 


Cash availability 

Capital requirements 
Excess 

Administrative claims 
Available for dis- 


tribution $7,950 
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UIL Insurance is reflected indirectly in the 
computation. Since it is a regulated insurance 
company, cash from this source is available only 
through a proper dividend, included in computation 
of its parents’ resources. 


UIL Insurance had a balance of $1,547,000 of 
shareholders surplus at December 31, 1979, and 
forecast a 1980 statutory addition of $2,616,000 to 
that account, less a $2.5 million dividend.5? The 





The fact that W&R has not actually paid high 
dividends is not relevant. The cash accumulation 
referred to demonstrates that that was merely a 
matter of administrative convenience. It will 
continue to be, since dividends will be paid only to 
CIC. Lehman presumably was relying on the notes 
CIC must service to distinguish it from similar 
companies on this ground. 


Other assets, in particular cases, may also be 
surplus to the requirements of the ongoing business, 
while cash balances may be needed for scheduled 
business improvements, requiring further 
appropriate adjustments, but such complications 
are not a significant factor here. 


“The statutory surplus, 
insurance law, was: 


as determined under 


000 omitted 
Dec. 31 Forecast 


1979 


Forecast 
Balance 
12/31/80 
$1,663 


Dividend 


Shareholders 
Policy- 
holders 
Other 
Total 


$1,547 $(2,500) 
9,699 
16,024 
$27,270 


12,280 

17,997 
$(2,500) $31,940 
The balance of the retained earnings shown in Table 
lll p. 14 supra, consists of adjustments under 
generally accepted accounting principles (“GAAP”) 
adopted a few years ago to make life insurance 
accounting more realistic, but not recognized by 
insurance law. Dividends in excess of the greater of 
10% statutory surplus or the prior year’s statutory net 
gain ($6,442,000) require approval of the Missouri 
Division of Insurance. 


The Internal Revenue Code has its own definitions, 


followed in the table. The “other” category 
represents items recognized under insurance law, 
but not under the Internal Revenue Code. In general, 
dividends in excess of the “shareholders surplus” 
would have substantial tax consequences. 
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growth forecast for UIL Insurance requires 
appropriate enhancement of the shareholders’ 
capital, a need also monitored by the state insurance 
authority. 


The following Table summarizes the working capital 
for the other three significant companies, at 
December 31, 1979, and the forecast changes 
therein: 


Table VI 
(000 omitted) 
Con- 
W&R ConVest CIC solidated 
Per Table III* 
Cash & marketable securities 
Accounts receivable 


$15,364 
3,687 
$19,051 
(7,341)! 
$11,710? 


$759 $1,918 
4,582 101 
$5,341 $2,019 
(4,489) (577) 
$852 $1,442 


$18,041 

8,370 
$26,411 
(12,407) 
$14,004 


Current liabilities 
Net 12-31-79 

1980 Budgets: 
Net income before taxes 2,117 2,991 (1,520) 
Depreciation & depletion 321 900 28 
Intercompany payments (1,500) 250 
UIL Insurance dividend 


3,588 
1,249 
1,500 250 
2,500 2,500 
$3,950 $21,591 
1,750 
(1,105) 


$12,649 $4,993 
1,750 


(1,105) 


Sale of three leases 
Payment of bank loans 
Collections on limited 
partnership advances 378 378 
Leases & equipment (1,917) (1,917) 
1980 Income program (486) (486) 
$3,613 $20,211 
(50) $(9,450) 
$3,563° $10,761 


$12,648 
(6,300) 
$6,348 


Proposed distribution 
Working Capital 


*Page 14, supra. 
‘Including open securities transactions. 


2The net capital computation required by S.E.C. Rule 15e3-1(c)(2) under 
the Securities Exchange Act of 1934 used by W&R is not appropriate at the 
beginning of this computation. It does set a minimum below which W&R’s 
capital may not be reduced, and is a necessary check on the final result, but 
is relevant only at that stage. It is directed to “quick assets” in the context of 
a hypothetical cessation of business. 


3Payments of $125,000 a month. This is mostly a tax allocation for CIC’s 
operating loss, any balance being treated as a dividend. 


‘Excluding accrued interest on funded debt. Consists of $1,228,000 of 
corporate expenses, $844,000 of reorganization expenses, 
$552,000 of investment and other income. 


minus 


5The ConVest cash flow was supplied by CIC’s letter of September 29, 1980. 
The letter also deducts $2,359,000 for payment of accounts payable, which 
would not affect net working capital, but reduces the cash to about the $1.2 
million considered necessary for the 1981 program. 


The latest ConVest data calls for a $2.4 million 
increase in non cash working capital, the occasion 
for which has not really been explained. The 
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September 29, 1980 letter suggests that this will be 
in the form of halving the present $4.5 million 
current liability level. ConVest is paying its bills inthe 
ordinary course of business. Its level of current 
liabilities depends on the rate at which new 
obligations are incurred, primarily in its drilling 
program, which was quite active at the beginning of 
this year. However, a slackening of drilling would be 
inconsistent with the two sizable 1980 programs. 
Moreover, such a change would tend to increase 
cash balances within a very short period by reducing 
the payment part of the current asset cycle. 


The conclusion that ConVest’s operation will not bea 
significant source of available cash in 1980 may 
nevertheless be valid. The indicated expansion, 
through the new programs would normally call for 
more working capital. However, the new investments 
are not included in the January 1, 1980, reserve 
valuation, a substantial omission. On the other hand, 
a further sale of existing reserves is relied on to 
provide the balance of the $20 million payment to 
the banks contemplated by the plan. Adjustments 
are needed for both. 


Management proposed to keep $3.3 million of 
capital in W&R and $1 million in reorganized CIC. 
The W&R requirement consisted of $500,000 plus 
$800,000 as one-twelfth of estimated $10 million 
current liability level plus $1.9 million, computed as 
one fourth of annual management fee income. We 
need not linger over the rationale for these 
calculations. W&R is a company with large and 
growing responsibilities. Apart from its ownership of 
UIL Insurance, which adds substance to its financial 
statements, but is not liquid, and the usual office 
equipment, its business is essentially a cash 
business. The amount proposed to be retained, 
however calculated, does not seem excessive or 
disproportionate. 





59UIL Insurance is not included in the consolidated 
return, since life insurance companies are 
separately taxed under the Internal Revenue Code. 
Amendments to the Code (26 U.S.C. 1504(c) and 
1503(c)) would permit its inclusion in years 
subsequent to 1980. The inclusion is optional, butis 
irrevocable once the election is made. The Code, 
Section 1503(c), imposes substantial limitations on 
use of losses of nonlife members of the consolidated 
group against income of a life company. The 
tentative conclusion of CIC’s counsel was that an 
election would not be desirable. 
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Tax loss carryover 


At ihe end of 1979, CIC claimed on its consolidated 
tax return,®°? $25.1 million of net operating loss 
carryovers and $600,000 of investment tax credits. 
The amounts are subject to Internal Revenue 
Service audit. The expiration dates are: 


(In Millions) 


Loss Carryover Tax Credits 
$5.2 0.6 
$5.2 
$3.1 
$5.7 
$5.9 
$25.1 


some of which 
extend to 1986 


$0.6 


Loss carryovers are deductible from taxable income 
and produce a tax reduction or saving at the 
statutory tax rate, currently 46%, of their amount. 
Tax credits produce a 100% savings when used. 
Such savings are usable only to the extent taxable 
income is earned. 


The going concern valuations are based on after tax 
income, and the potential tax benefits, because of 
their transitory nature, are valued separately, as the 
present value of the taxes that would not actually be 
paid because of the carryover. 


All parties, except OC Associates, accepted the $7.5 
million present value developed by trustees expert, 
First Boston, for the tax loss. Lehman, OC Associates 
witness concluded that current deductions in 1980, 
principally interest on funded debt, would exceed 


income and that the tax loss expiring in 1980 could 
not be used. It also adopted a 15% discount rate. The 
net result was its valuation of the carryover at $4.6 
million. All of these conclusions were based on false 
premises. 


ConVest, although consolidated, is subject to special 
tax rules as an oil and gas company. It has 
accumulated $2.4 million of percentage depletion 
deductions, which do not expire. In the original CIC 
forecasts, the depletion was deducted before 
applying the carryover, but on reexamination, it has 
been determined that the depletion deductions are 
postponed until the loss carryovers have been 
exhausted. 


The proposed sale of part of ConVest’s reserves to 
fund part of the plan, will also have a significant 1980 
tax effect, since the original forecasts did not include 
sufficient taxable income in 1980 to use all of the 
loss expiring in that year. The balance of any 1980 
gain will accelerate realization of the tax loss. CIC’s 
letter of September 29, 1980, recomputes the tax 
forecasts to allow for all of those factors, except the 
proposed lease sale.® The data, which includes the 
most recent management projections of income is 
shown below. 





‘Our staff suggested this omission, since too many 
significant variables could be introduced by a sale 
estimate, while the revised forecast can be readily 
adjusted to reflect any sale proposed. 


Table Vil—Continental Investment Corporation 
(000 omitted) 


W&R* 

RMA* 

ConVest 

Distributors 

GIiC* 

Escrow earnings 

Eliminate excess interest income! 
Total 

Pro forma interest expense? 

Amortization? 
Taxable income (loss) 

Hypothetical income tax at 46% 
Pro forma after tax income (loss) 
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1980 1981 1982 
$1,158 $1,792 $4,424 
100 396 941 
2,991 6,268 6,250 
(50) (250) (375) (500) 
(879) (1,340) (1/552) (1,648) 
195 _— = = 

— (1,054) (1,558) (1,666) 
$3,515 $5,812 $8,130 $9,050 $10,249 
(7,400) (1,500) (1,500) (1,050) (750) 
(1,200) (1,200) - _ _ 
$(5,085) $3,112 $6,630 $8,000 $9,499 
— (1,432) (3,050) (3,680) (4,370) 
$(5,085) $1,680 $3,580 $4,320 $5,129 


1983 
$5,232 
1,415 
6,217 


1984 
$(6,106) 
(2,131) 
6,043 
(625) 
(1,667) 
(195) 
(1,739) 
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Summary of Tax Savings 


Tax Loss Depletion Investment Tax 
Expired Used Used*® Credit Used’ Savings 

1980 $5,185 $* $— $— $— 
1981 — 3,112 _ - 1,432 
1982 — 6,630 _ - 3,050 
1983 — 8,000 — _ 3,680 
1984 — 2,179 1,994 
1985 646 
$10,802 
$7,109 
6,462 


Total 


$5,185 $19,921 
Discounted at 12% 
at 15% 


*As forecast in Tr. Ex. 25. The ConVest forecast in that exhibit was revised in 
the September 29, 1980 letter. 


‘Elimination of interest income forecast on cash to be distributed under the 
plan. 


2Estimated, based on present debt for 1980 and on $10 million of refunding 
debt at 15% maximum rate from January 1, 1981. 


3Deductible amortization of excess cost of subsidiaries. 


‘Ignores effect of planned lease sale in 1980 for reasons discussed at p. 52, 
infra. 


5Depletion limited to 65% of consolidated taxable income after deducting 
available loss carryovers. Investment tax credit limited to 90% of tax. The 
forecast 1980 loss is applied, in the computation, to 1984, but the tax 
saving therefrom is not included. The proposed lease sale would probably 
permit use of all of the investment tax credit in 1984 and shift some of the 
depletion carryover from 1985 to 1984, assuming the income is as forecast. 


Conclusions as to Valuation 


The evidence as to the actuarial value of CIC’s life 
insurance subsidiary and the value of the reserves 
owned by ConVest was necessary because the 
earning power of the principal and characteristic 
assets of these businesses, the insurance contracts 
of UIL Insurance, and the oil and gas reserves of 
ConVest have long been recognized as not 
adequately represented by the traditional annual 
income statements.®! Unlike a manufacturing 
business, whose future income depends essentially 
on future sales, a large part of a life insurance 
company’s future income arises from long-term 
contracts already made, its insurance in force. And 
the reserves already acquired by an oil and gas 
company similarly produce income over many 
years. Both can be realized on currently by sale or 
some form of reinsurance at prices based on the 
kind of actuarial or engineering analysis used here. 
Accordingly, such studies underlie the valuation of 
these kinds of businesses. 


However, the third element of the actuarial valuation 
of UIL Insurance, the new business, turns principally 
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on sales estimates, not in itself a province of 
actuarial science. It is this factor that accounts for 
most of the disagreement among the dollar values 
assigned by the experts. This issue does not differ 
from the sales forecasting incident to the planning of 
any business. The significance of the oil and gas 
reserves is also limited in the context of this case by 
the need to sell important reserves to fund the plan.® 
Reserves sold will not produce income in the future 
and the proceeds will be distributed at 
consummation, so these assets do not enter into the 
value of the new stock. 


ConVest’s primary role in the reorganized company 
is as asource of sales of future partnership interersts 
and of future exploration and development. The 
balance of its existing reserves are a minor, although 
not insignificant, additional asset. 


So placed in perspective, the debate over whether 
reorganized CIC should be valued as one business or 
three is readily resolved. CIC is and will be a single 
company with all of its material activities having a 
common and critical nexus of an experienced and 





S1As noted both businesses receive special 
treatment under the Internal Revenue Code for the 
same reason. A major reform of insurance financial 


reporting incorporating actuarial studies, was 
adopted February 14, 1974, Securities Act Release 
No. 33-5456. On August 31, 1978, Securities Act 
Release Nos. 33-5966 to 5968, the Commission 
concluded that both of the traditional accounting 
methods for oil and gas companies were inadequate 
because they failed to reflect the reserves. It 
authorized, on an interim basis, use of a modified 
traditional method, supplemented by disclosure of 
reserve data and it proposed development of reserve 
recognition accounting. Much work has been done, 
but no definitive conclusions reached in this area. 


&2Discussion of the difficulties of selling ConVest’s 
fractional interest in the reserves would be pertinent 
if that were contemplated. But the only sales 
assumed are partnership sales of the entire interest 
in particular, properties, involving no such 
complications. ConVest’s fraction applies to division 
of the proceeds. 
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effective sales organization.® Its ownership of UIL 
Insurance and ConVest and the contractual 
relationships with the funds managed by W&R and 
its subsidiary are important factors in the future of 
both the sales organization and of the subsidiaries 
and independent sources of consolidated income. 
The complexities of the group required separate 
examination of the parts, but they must be fitted 
together. 


Giving effect to the proposed sale of oil and gas 
reserves to fund the plan is needed to make more 
specific the company which will result from the plan 
and whose stock is what is really being assigned a 
value. The goal of $12 million cash is fixed by the 
requirements of the plan. ConVest has valuable 
developed reserves for which the present market 
appears to be favorable. As Huddleston stated 


“There is a willingness of purchases (sic) of oil 
properties to bid extremely high prices.’”® 


The three leases sold early this year produced about 
150% of the present value just assigned by 
Huddleston to their reserves. 


It is most convenient to treat the $12 million as 
additional available cash, and to revise both the 
ConVest value and the tax loss carryover to reflect 
the effects of such a sale before consummation of 
the plan. ConVest has estimated the taxable income 
from such a sale at $9 million. This would offset the 
loss, due to interest accruals, otherwise forecast for 
tax purposes for 1980, and use most of old loss 
carryover expiring in 1980, another reason for 
selecting this fund source. Since neither the expiring 
loss nor the 1980 loss has been included in the 
revised tax loss forecast tabulated above, no direct 
change in its present value is needed. 


Huddleston’s reserve present value would be 
reduced by the sale. For testing purposes, we will use 
the same $12 million. The sale of reserves would 
also affect ConVest’s future income and the details 
of the computation of the savings from the tax loss in 
future years. However, the forecast indicates full use 
of the available carryovers of all types, in early 1985, 
so the presently uncomputable change will be 
minor. We noted above that the January 1, 1980 
reserve valuation approach to ConVest omitted, 
except for the allowance made for the consummated 
1980 program, all consideration of its future 
business. Similarly, the available cash 
computations, deducted substantial current capital 
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expenditures the benefits of which are not reflected 
elsewhere. 


The uncertainties of exploration for oil and gas would 
make it rash to compute a return or value on future 
discoveries. The focus on proven reserves in this 
business is well founded. But this positive factor, 
reinforced by the sharing of costs with limited 
partners, offsets the approximations involved in 
other steps in the valuation of ConVest. 


We concur in the similarly conservative approach of 
First Boston to CIC’s forecasts of a rapid sales growth 
following consummation. All of CIC’s operations are 
in highly competitive fields. Its experience during 
this case demonstrates that it is an effective 
competitor, and the reorganization will certainly 
improve its position. But there are too many other 
variables for a general translation of that change into 
dollars of income. 


The lag in its fee schedules is an objective and 
quantifiable consequence of this case. And having 
significantly lower than market charges is a clear 
present competitive advantage. The earnings history 
of W&R requires an upward adjustment for the 
foreseeable improvement in earnings, which will 
flow directly from the change in status on re- 
organization. We note above that First Boston’s 
method actually allowed for only half of the fee dif- 
ferential. If that change were the only variable, the 
adjustment would be inadequate. But the 
relationship of the fee level to competitive position is 
also significant. The assumption that W&R is in a 





Equity Funding Corporation of America entered 
reorganization as a very similar company. But the 
course of events, particularly the massive fraud 
which led to the failure, changed its character. The 
mutual funds it sponsored immediately terminated 
the management contracts, and EFCA’s sales force 
disbanded. Its reorganization focused on its tangible 
assets, its status as a large insurance holding 
company. 


“Our discussion of available cash left some open 
questions, which may be revisited in discussing 
feasibility. But for present purposes, it is best to 
assume completion of the trustee’s announced 
program. 


®Tr. 13-91. At Tr. 13-122 he testified that this market 
has prevailed for the past two or three years. 
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position to improve its earnings level by $500,000 is 
sounder than the particular mechanism used to 
compute the amount of the increase. 


The relatively conservative approach to each of the 
various elements of value supports and justifies First 
Boston’s selection of higher than average 
multipliers. At this point, it is necessary to recognize 
that CIC is, and will remain a single company and 
that its value will be represented by a single class of 
common stock, which necessarily will have a single 
price earnings ratio. UIL Insurance will be the 
dominate component, in terms of both assets and 
earnings. Accordingly, life insurance companies 
must be the primary guide to the reorganized 
company’s value. 


The Court found a value of $166 million for the 
estate. About $21.6 million will be distributed in 
cash on consummation, so must be excluded from 
the value of the reorganized company. And the $10 
million in secured term notes are merely a deferred 
additional cash distribution. The relevant finding is 
$134.4 million for the stock of the reorganized 
company, approximately $3.87 a new share. 


These findings are realistic and fully supported by 


the record, although we would reach that conclusion 
by a somewhat different route. The $21.6 million of 
available cash has already been discussed and 
drops out of the calculation. The pro forma 
components of the reorganized company are: 


Normalized 

After tax 

Earnings 

UIL Insurance $11.5 
Wa&R and subsidiary eS 
ConVest and Distributors 3.0 
CIC corporate expenses (1.3) _ 
Tax loss carryover _ 75 Bo 
Reorganized company $14.7 $156.5 $144.5 
Available cash 9.5 21.5 


Total 166.0 $166.0 


Value found Adjusted for 
by the Court _ Lease Sale 
$105.0 $105.0 

11.0 11.0 

33.0 21.0 


The $10 million of new notes are well secured 
variable rate obligations and may be deducted at 
face value, leaving $134.4 million applicable to the 
new stock. The $100,000 difference represents a 
failure to fully allow in the record for the recent 
settlement of a lawsuit for $95,000, which increased 
the estimated cash requirements to $21.6 miilion, a 
change too small to be worth adjusting for. 


ConVest’s income from reserves already held will be 
quite high in the next few years. After taxes and 
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administrative expenses, the four year annual 
average is $6.1 million, peaking at $7.9 million in 
1981, declining at the rate of about $1 million a year 
through 1985, and dwindling at a slower rate 
thereafter. About 74% of the discounted value 
accepted by the court would thus be realized in the 
first four years. 


The proposed sales, including the $1.2 million of 
present value of the three leases already sold, 
represent about 40% of the $33 million, but will 
probably consist of the properties most advanced in 
development. Accordingly, we have used a $3 
million ConVest income level, a little less than half of 
that forecast from all property. These are not really 
normalized earnings but new programs will tend to 
produce reserves to replace those being exhausted. 


The losses, or more realistically, the forecast excess 
selling costs, accounted for by Distributors, are a 
direct function of the future ConVest programs, the 
profits of which are excluded from this computation. 
Assuming competent management, such costs will 
not be incurred unless productive. Without 
overlooking the risk of an unsuccessful program, 
these costs need not be allowed for as a continuing 
expense item. 


We have given express recognition to CIC’s corporate 
overhead, accepting the post reorganization 
estimate of $1.3 million for 1981. There is no pointin 
allocating these charges to the various operating 
subsidiaries and escalation factors used for later 
years relate to inflation and growth factors which 
also have been eliminated from consideration onthe 
income side. 


The tax savings represent $10.8 million over 6 years, 
the approximate amount of the principal of the new 
notes payable over the same period, but are a short- 
term asset which it is hoped will not recur. 
Accordingly, the tax loss value included in the 
court’s valuation must be kept separate, leaving a 
going concern value of $137 million for the 
reorganized company. 


This is 9.3 times the $14.7 million of annual earning 
power, a little lower than the 9.75 multiplier derived 
by First Boston for UIL Insurance. We agree with First 
Boston that checking the special segment 
valuations by a traditional income method is a 
valuable verification technique. The consistency of 
the results strongly supports the Court’s own 
analysis of the evidence. 
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Such a valuation is an informed judgment, balancing 
a myriad of variables and proabilities. The 
mathematical processes involved force the 
discussion into a form of somewhat illusory 
precision. The $166 million represents more 
realistically a point ina range. Its validity depends on 
the conclusion that the possibilities of the estate 
being less than $160 million or more than $170 
million are small and about equal, in the light of 
present knowledge and expectations. The court’s 
finding meets that test. 


VI. FAIRNESS AND EQUITY 


In discussing the fairness and equity of the plan, we 
must pretermit two issues now being independently 
examined by the court, objections to the parity 
treatment of the debentures purchased by OC 
Associates and of the common stock held by the 
Wallaces. These are matters relating to the 
allowance and classification of claims®. The final 
decision on the merits of the particular claim will 
determine what is fair and equitable for the holder. 
To the extent that decision might reduce the full 
participation assumed herein, it would enhance the 
amount available for the other parties. 


Any relief awarded against either OC Associates or 
the majority shareholders would take the form of a 
reduction of the number of new shares to be issued 
to them. Award of such grounds relied on by the 
court, as to which other interests were injured by the 
conduct relied on. The shares, if any, withheld from 
OC Associates or the majority stockholders would be 
the medium for compensating those injured. Hence, 
no possible outcome of these disputes could render 
the plan unfair, if it is fair on the assumption that 
challenged holdings are treated on full parity. 


The bank settlement agreement is not so readily 





There is no dispute as the quantity or validity of the 
securities held by these parties. In essence, the 
objectors seek to reduce or deny participation to 
their securities based on asserted misconduct of the 
holders, an equitable remedy which turns on factual 
issues and the court’s determination. Taylor vs. 
Standard Gas & Electric Company, 306 US 307, 322- 
323 (1939). Commonwealth Light & Power 
Company, 141 F2d 734, 739-741 (7th Cir. 1944), 
cert. den. 322 U.S. 766; Inland Gas Corp., 187 F.2d 
813, 815-816 (6th Cir. 1951). The equitable 
subordination remedy is preserved by Section 
510(c) of the new Code (11 USC 510(c)). 
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severed. The banks are to receive $20 million in 
cash, on consummation, $10 million in installments, 
with interest, during the 2nd to 7th years thereafter 
and the balance of their claim, about $15 million in 
stock. The computation of the present debt may be 
summarized as follows: 


Credit for Balance 
Mortgage 12/31-79 
$(31,322) $19,228 


04-30-76 

Refunding loan agreement $50,550 
Capitalized interest to 

06-30-75 6,123 = 6,123 
Short-term loans 2,560 (2,560) _ 
Reorganization loans 500 = 500 

Interest bearing balance $59,733 $(33,882) $25,851 
Accrued int. 07-01-75 to 

04-30-76 

Pre-bankruptcy balance 


0,913 
$65,646 


(118) 
$(34,000) 


5,795 
$31,646 


Average 
Rate 
8.17% 
7.98% 
10.26% 
13.93% 


Post bankruptcy interest: 
05-01-76 to 12-31-76 
1977 
1978 


1979 9,725 


$41,371 
3,629 
$45,000 


CIC balance 12-31-79 
Estimated 1980 


14.04% 


The application of the Mortgage sale proceeds credit 
is reported in footnote 7 to CIC’s Form 10-K for 1976. 
The $118,000 applied to accrued interest appears to 
have been the interest on the short term unsecured 
notes, to which the credit was first applied. The Form 
10-K did not distinguish between pre and post filing 
interest accruals. The April 30, 1976 balance was 
taken from the Trustee’s 167(1) Report and the 
balance of the 1976 accrual treated as an 8- months 
post-bankruptcy accrual. 


The Mortgage credit was the $34 million agreed to be 
bid by the banks at a foreclosure sale on April 27, 
1976. On October 26, 1976, Tiger International Inc., 
offered to purchase the stock for 108% of the 
stockholders equity as shown by the audited 
December 31, 1976, balance sheet of Mortgage, but 
not less than $37 million or more than $39 million. 
On January 14, 1977, the First National Bank of 
Boston, agent for the lending banks reported a net 
realization of $36,217,704 





®’Gross proceeds 
Goldman Sachs’ commission 
Legal fees 


$36,700,000* 
$392,000* 
90,296 (482,296) 


$36,217,704 


*The report indicates that Goldman Sachs’ 
commission was $467,000 against which a $75,000 
deposit had been credited indicating an actual sales 
price of $36,775,000. 
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The report claimed credit for $36,026,692 leaving 
an excess of $116,012, which would be credited 
against the $27 million of securities to be received 
by the banks under their agreement with respect to 
CIC’s pending Chapter XI plan of arrangement. 


The Omnibus Refunding Agreement, dated January 
12, 1976, referred to, provided in pertinent part, that 
if Mortgage were resold for more than $32 million 
plus carrying charges, the excess wouid be so 
credited. The contract allowed 12.11% annual 
carrying charge on the $32 million®®, computed from 
January 1, 1976. The total to January 14, 1977 was 
$4,026,692, which, with the $32 million base, was 
$36,026,692. The $116,012 acknowledged excess 
has not been credited or, so as far as we can 
ascertain from the record, been otherwise allowed 
for. We are aware that the ORA provided only for a 
credit against the specific securities to be issued 
under the aborted Chapter X! plan, so that may also 
be a benefit which the bank group considers CIC to 
have forfeited. 


A substantially large amount is also involved. The 
ORA provided explicitly for carrying charges from 
January 1, 1976, butthe foreclosure was not actually 
effected until four months later. The reduction of the 
bank loan for the $34 million bid occurred on April 


28, 1976, and the $1,542,000 increase in CIC’s 
interest accruals during this four months was at an 
annual rate of about 7.74% on the full $59,733,000 
of principal indebtedness for that period. Almost 
$900,000 of that accrual, still included in the banks’ 
claim, thus duplicated the approximately $1.3 
million of carrying charges computed for the first 
third of 1976 under the ORA.*? 


We cannot view the double interest charge as 
intended in view of the failure to refer to it in the 
contemporaneous proxy solicitation which 
discussed in detail the relevant agreements. The 
ambiguity could be resolved by concluding that the 
Mortgage credit was intended to be effective as of 
January 1, 1976, if ratified and consummated, as it 
was, and the parties overlooked the need for a 
retroactive adjustment for the interest tentatively 
accrued on the loans; or the higher ORA carrying 
charges, about $1.3 million, for the period before the 
actual sale, could be eliminated, increasing the 
excess from $116,012 to about $1.4 million, a 
solution which would make acute the question of 
how the ORA should be interpreted as to application 
of the excess under a different plan of 
reorganization. 
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The plan incorporates the trustee’s application for 
approval of the settlement, which says that 


“Senior debt will consist of principal of approxi- 
mately $25.8 million and interest calculated at 
the contract non-default rate (estimated to total 
approximately $19.7 million by December 31, 
1980)” 


We doubt if it contemplated further examination of 
the kind of questions pointed out here, but the 
record does not indicate that the settling parties 
were aware of them. We turn to the broader issues 
being settled. 


The bank debt originated as an 18-month loan to 
finance the $82.5 million purchase of W&R in 1969. 
The debt was outstanding at the time of the original 
sale of the subordinated debentures in October 
1970, which involved concurrent recasting and 
extension of the bank debt. It was restructured again 
at the time of the debenture exchange offers. 
Consequently, the senior position of this obligation 
vis-a-vis both debentureholders and stockholders 
was well disclosed and established. 


The bank group worked with CIC’s management, 
commencing in 1974, in efforts to resolve mounting 
financial difficulties by substantially changing the 
rights of CIC’s other security holders, especially the 
debentureholders. The procedural steps, 
culminating in the Chapter XI filing on April 30, 
1976, which commenced this case, are detailed at 
pp. 8-11, supra. In the process, the banks were 
granted security, commencing July 9, 1974, and 
ultimately, two days before the Chapter XI filing, CIC 
acquiesced in the foreclosure of Mortgage to cover 





88Six banks with 43.26% of the loans received 15% 
and ten banks with 56.74% of the loans received 
10%. The contract would have reduced the 15% rate 
to 10% on confirmation of the Chapter XI plan, and to 
6% on January 1, 1978, while holding the 10% rate 
constant, but these changes never went into effect. 
During the initial period, interest was compounded 
annually, so the 14 days in January 1977 include 
interest on the approximately $3,875,000 of 1976 
interest. 


69Due to the variable interest rate, only approxima- 
tions are possible without a detailed analysis of the 
original records. But the $34 million credit is far too 
large for there to be any doubt that the duplication 
occurred. 
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the larger part of the debt. As noted at the pages 
cited, a 157 page solicitation, dated March 19, 1976, 
of CIC’s stockholders and debentureholders 
resulted in (1) ratification by the shareholders at an 
April 27, 1976, meeting of the pledges and the 
Mortgage sale, (2) shareholder approval of the 
proposed changes in capitalization, (3) receipt of 
acceptances of the proposed plan by a large majority 
of the debentureholders, and (4) debentureholder 
ratification of the bank pledges and a waiver, under 
the terms of their indentures, of conflicting junior 
security interests. 


The plan was directed to transforming most of the 
debentureholders’ claims into two series of junior 
preferred stock. The voting rights were fixed to give 
the debentureholders new stock representing 24.6% 
of the voting power, which would leave the officers 
and directors 58% of the voting power, including just 
about 50% for the Wallaces’ 65% of the common 
stock. 


The banks offered an unconditional credit of $34 
million against the approximately $61 million then 
owed them, upon the transfer of Mortgage, and three 
significant concessions if the plan was 
consummated as proposed within a time limit fixed. 
They would waive the accrued interest for the period 
from June 30 to December 31, 1975, about $4.3 
million, contribute $500,000 advanced for 
reorganization costs prior to the filing date, 
reimburse CIC for up to an additional $500,000 for 
that purpose, and accept payment of the $27 million 
balance of their debt in the form of senior term notes 
and senior preferred stock, over a period extending 
through 1984. The new securities specified were to 
bear interest at 1% above prime, but included a 9% 
maximum rate. Payments on the securities to be 
issued to the debentureholders, however, were 
subordinate and contingent on prior satisfaction of 
the banks’ securities. The settlement accepts the 
bank’s position that these concessions are no longer 
required. With respect to Mortgage, the ORA offered 
CIC additional benefits, contingent on the amount 
realized by the banks on resale, as described above. 


The ORA covered both the agreed foreclosure of 
Mortgage and the terms upon which the balance of 
the banks’ claims were to be settled. It is in 
substance, the first settlement agreement with the 
banks. The principal consideration to them was 
eliminating of the risk that a bankruptcy filing by the 
debtor would subject Mortgage to administration as 
part of CIC’s estate, and the ORA was drawn to give 
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the banks, to the fullest extent legally possible, 
uncontrolled discretion with respect to Mortgage, 
and to make that part of the agreement independent 
of the imminent commencement of this case. This 
part of the agreement was promptly consummated. 


Substantial benefits were offered to CIC and its 
security holders, but except for the unconditional 
credit of $34 million arising from the agreed 
foreclosure sale, were made contingent on early 
consummation of the Chapter XI plan proposed by 
CIC. The banks thereby made the foregiveness of 
about $4.3 million of accrued interest, up to $1 
million to be supplied for reorganization expenses, 
and possibly CIC’s right to share in the proceeds of a 
favorable sale of Mortgage, contingent on the 
debentureholders limitation to the exiguous 
provision made for them in the plan. Although the 
banks, as such, would not have been affected by 
changes favorable to the debentureholders, if not 
made at their expense, such changes could only 
have been at the expense of the third significant 
party in interest, the Wallaces with almost two thirds 
of the common stock, who could not be affected 
without their consent, in the Chapter XI proceeding 
selected. The deadlock which resulted was foresee- 
able from the beginning. 


It has been our position, since the beginning of this 
case, that Chapter XI was being improperly used to 
impose an unnecessary and inordinate loss of rights 
on the debentureholders. The conclusion that the 
bank creditors stepped beyond the normal scope of 
enforcing their debts follows. We are not relying ona 
desire or intent to injure the debenture holders or to 
aid the Wallaces.’”° We described above the effort to 
create the debentureholders’ committee and the 
ratifications solicited and secured. And absent a 
bankruptcy filing, the banks had to deal with those in 
control of CIC. But the context and the effects 





lt was disclosed in the March 19, 1976, prospectus 
that subsidiaries of W corporation, which then held 
most of the Wallaces’ CIC stock “have had since 
1962 and continue to have significant borrowing 
relationships with the First National Bank of Boston” 
and that these loans had been restructured in 1974 
and guaranteed by W Corporation. Old Colony Trust 
Company, the indenture trustee for CIC’s original 
debenture issuer, was merged into First Boston in 
1971 and First Boston continued as indenture 
trustee for that issue, although the outstanding 
debentures for which it was fiduciary were reduced 
to $1.5 million by the exchange offer. 
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identified here are factual and raised challenges to 
their claims which led to the proposed settlement. 


The banks offered, and the trustee accepted, a 
waiver of their claim to default interest and 
acceptance of common stock at a rate 10.7% less 
than that proposed for the debentureholders, 
eliminating an adverse litigation risk to the estate of 
about $12 million. The litigation risks to the banks 
are more difficult to quantify. 


We can give little weight to the dispute as to an 
asserted oral understanding as to how and when 
Mortgage would be resold. More than a blind 
application of the parol evidence rule is involved. 
The fact that a detailed and comprehensive contract 
was drawn, after extensive negotiations, which dealt 
at length with the resale, leaves no room for insertion 
of critical and conflicting oral agreements. 
Moreover, nothing short of an agreement as to a 
specific minimum price, a specific and objectively 
determinable time, or a requirement of joint consent 
to any sale, would be sufficient to create a 
meaningful restriction on the banks’ judgment as to 
a sale. 


The trustee focused on adapting the settlement 
terms of the ORA to the present context. The banks, 


as such, clearly had no lawful interest in enforcing 
the division of the CIC estate among CIC’s other 
security holders in the manner specified by the plan 
they initially endorsed, so the fact that the present 


reorganization follows instead the legal 
requirements of the Bankruptcy Act would not in 
itself relieve them of their substantive obligations 
under the ORA. The concessions they offered were 
not a gratuity. They were the express predicate for 
both the shareholders and debentureholders 
ratification of the security they had taken and of the 
foreclosure sale of Mortgage. The banks were 
provident enough to collect the larger part of their 
consideration under the ORA in advance. 


The failure to meet the time limits set for consum- 
mation of the reorganization and delivery of the new 
securities for the balance of their claims to the banks 
is a more substantial excuse for regarding their ORA 
offers as having lapsed. This defense is not 
conclusive, since much of the delay stemmed from 
their choice or acquiescence in the unfair terms 
offered by the debtor and the procedure used in an 
unsuccessful effort to avoid an effective challenge 
thereto. We are aware that the ultimate obstacle toa 
fair and expeditious reorganization was another 
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party, and that the banks repeatedly extended the 
time for consummating a plan. But this pattern 
demonstrates the coercive aspect of the very time 
limitation the banks must rely on as an excuse for 
withdrawing the benefits they offered CIC. The time 
limit meant that extensive waivers of rights would be 
required for CIC to actually receive the full 
contractual consideration for abandoning Mortgage. 
It is unimportant whether the banks had an 
expectation or preference as to the winner in the test 
of obduracy. In the event, the banks became the 
winner by default. 


The strength of the trustee’s case lay in the partial 
failure of the consideration CIC was to receive under 
the ORA due to the inability of its parties to control 
the course of this case as planned. A clause 
protecting the banks from the unforeseeable 
consequences of unexpected delay is not per se 
improper, although it has arbitrary and potentially 
penal aspects that leave room for traditional 
equitable relief. Its actual conflict with the investor 
protection provisions of the Bankruptcy Act casts an 
additional cloud on its presence in a contract made 
in anticipation of a bankruptcy case. 


Nevertheless, there is ample room for dispute as to 
whether the banks’ ORA obligations survived, and 
even more uncertainty as to what adjustment of their 
claims would be equitable. The need for settlement 
is obvious. 


The legal rank, the amounts of money lent and 
repaid, and the significant actions of the banks are 
comprehensively dealt with in the record. We agree 
with the court’s findings as to the right of the banks to 
resell Mortgage and hence see no lack of relevant 
evidence on the resale. Nor do we view questions of 
intent and purpose as sufficiently significant to 
make the lack of extensive examination of bank 
witnesses and records a fatal omission.” 

Examination of the banks’ 


claims is more 





71Section 167 does not require examination of every 
conceivable witness and document. Intensive 
discovery is productive only if directed to matters as 
to which there is a reasonable expectation of useful 
results. A substantial element of judgment is 
involved in dismissing a field as too sterile to be 
worth plowing. It would have been reasonable for the 
trustee’s counsel to have inquired a little further. But 
the possibility of such inquiries bearing fruit seems 
negligible. 


SEC DOCKET/445 





elementary. The record thereon is unsatisfactory 
and the intent of the settling parties on some points 
is not clear. We would recommend an application to 
the Court of Appeals to remand for clarification on at 
least this question, unless the trustee and the banks 
agree on the definitive amount of the claims 
intended to be allowed. 


Subject to this caveat, which involves a relatively 
small fraction of the claims and the estate, the bank 
settlement is within the range of the litigating 
contingencies, and does not render the plan unfair. 


The debentureholders committee objected to 
allocation of all of the cash and new notes to the 
banks. This allocation flows from the subordination 
clauses of the debenture indentures which provide, 
in substance, that distributions allocated in this kind 
of case to debentureholders shall be distributed 
instead to senior creditors until the senior creditors 
have been paid in full. In cases of insolvency, the 
subordination clauses would transfer a large part, if 
not all, of the debentureholders share of the estate to 
the banks. When, as here, debtor is solvent, both 
classes of creditors are entitled to satisfaction. The 
clauses still expressly grant the senior creditors prior 
right to cash distributions and have properly been 
followed by the plan with respect to both the 
immediate and deferred cash payments 
(represented by the new notes). Only stock is left for 
the debentureholders. 


The plan provides that creditors’ claims shall be 
satisfied by issuing stock at 112% of the “reorganiza- 
tion value” for the allowed amount of their claims, 
including post bankruptcy interest. The banks, as 
noted, agreed to accept the balance of their claims at 
reorganization value, waiving the 12% step-up. OC 
Associates, the largest debentureholder proposed 
modification of the rate to 115%, while the majority 
stockholders proposed it be reduced to 105%. 


The step-up is a recognition that a creditor's legal 
priority over the stockholders is lost when a plan 
transforms him into a stockholder, and that this 
change of rights calls for some compensation.” 


Although the debentureholders do lose in this case, 
subordinated creditor rank, it is a rank that has been 
of little comfort to them since 1974, when most of 
them received a 30% or 40% principal bonus for 
foregoing their right to voluntarily become 
stockholders. The change gives them voting power, 
unlimited right to share in profits, and a position 
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junior only to $10 million of new term notes rather 
than to $45 million of senior debt. The sacrifice in 
rank should not be exaggerated. 


Nevertheless the step-up also serves other 
purposes. The amount set in the plan is about 5.5% 
of the reorganization value found for the new stock, 
which as emphasized above, really represents a 
range of values. A step-up, in effect compensates 
creditors at a rate closer to the lower end of that 
range, appropriate conservatism. The 12% rate is 
liberal, but not beyond the bounds of a reasonable 
allowance. 


The suggestion that the plan should be modified to 
limit post filing purchases of debentures to 100%, 
rather than 112%, is untenable. The debt 
represented by the debenture is transferable, anda 
purchaser succeeds to the rights incident to that 
debt.’”? Consequently, a distinction cannot be drawn 
among debentureholders based solely on the date of 
their acquisition of the debt.’* A reduction or 
limitation of a purchaser's claim is, of course, a well 
established remedy for inequitable conduct in a 
reorganization context, but depends on 





720C Associates’ basic position is that debtor is 
insolvent and that the stockholders should receive 
nothing. In such a case, no step-up would be 
appropriate, since the debentureholders would 
suffer no relative loss of prior rank. The 12% step-up 
transfers about $7.4 million of reorganization value, 
based on the court’s valuation, from the 
stockholders to the debentureholders, a 5% step-up 
would reduce this to $3.1 million. The difference is 
about 34 cents per old common share. 


73A security holder may also have rights in addition to 
the simple contract claim represented by his 
security, which would not pass to a purchaser. Four 
Seasons Nursing Centers, Inc. 472 F2d 747 (10th 
Cir., 1973); Principale vs. GPU 164 F2d 220 (2d Cir., 
1947). But that exception is not involved here. 


74Moulded Products Inc. v. Barry, 474 F2d 220, 224- 
225 (8th Cir. 1973); In Lorraine Castle Apartments 
Building Corporation 149 F2d 55, 58 (7th Cir. 1945), 
cert. den. 326 US 728; cf Manufacturers Trust 
Company v. Becker, 338 US 304 (1949); SEC v. 
Chenery Corp., 318 US 80, 90 (1943). 


Volume 21, No. 5, November 11, 1980 





establishment of wrongful action.” 


The indenture trustee for the orginal debenture 
issue, those who did not accept the exchange offer in 
1973, proposed a modification to allow those 
debentureholders 130% to 140% of their claims in 
order to place them on a parity with the holders of the 
same class who exchanged and now hold claims 
including the 1973 exchange premium. 


The precedents they cite are of limited help.’ 
Associated Gas and Electric Co., 61 FSupp 11 (S.D. 
NY, 1944) involved a case in which debtor had 
transferred substantially all of its assets to a 
subsidiary and offered debentures of that subsidiary 
in exchange for those of the parent. The new 
debentures sharply reduced, in complicated ways, 
the interest rate and other obligations represented 
by the old, but were prima facie senior to the parent’s 
issues. After several years, both companies entered 
Chapter X. 


The complexity of the recapitalization raised a 
plethora of issues, including its initial validity in 
terms of fraudulent conveyance, the status of 
intercompany debts created and “forgiven” at 
various stages and the time limits or lack thereof of 
effecting the exchange. The controversy was settled 
by compromise which recognized the unexchanged 
parent company debentures as essentially on parity 
with those of the subsidiary, but allowed the 
subsidiary debentureholders an increment, which 
equalled about the amount of interest lost through 
the exchange. 


The court approved the compromise, but rejected 
pp. 53-54 the interest recoupment justification for 
its amount. It noted that this required treating the 
lost interest, without any legal basis, as a priority 
claim, senior to the principal of all the debentures, 
which could be satisfied only in part because of 
insolvency. The compromise was acceptable 
because it gave due recognition to the litigating risk 
that the new debentures might succeed in their 
claim to have obtained senior rank through the 
exchange. 


The exchange offer in this case, however, 
improvident in other respects, involved no such 
abridgment of the vested rights of unexchanging 
debentureholders. And CIC made strenuous efforts 
to induce all debentureholders to exchange. The 
power of this court to correct inequities is clear, but 
stronger evidence of inequity would be required to 
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justify the modification proposed. 


The suggestion that this particular debenture issue 
should be separately classified is wholly without 
merit. Both issues are the same kind of obligations 
and would remain the same, even if the court were to 
accept the contention that the claim of the 
unexchanging debentures should be increased to 
give them the benefit of the 1973 exchange offer. 
Their rights under that offer are purely a question of 
law and have nothing to do with their classification as 
unsecured creditors. 


Vil. FEASIBILITY 


The only significant feasibility question is $12 
million expected to be obtained by sale of oil and gas 
reserves. The evidence as to the reserves available, 
and the current market for such property, supports 
the conclusion that this can be effected. We have 
accepted the goal of raising $12 million by this 
means because it produces collateral advantages in 
terms of the 1980 tax status, and the need to offer 
the whole of a substantial property precluded fine 
tuning the amount, while the conservative approach 
to drawing funds from other subsidiaries was 
consistent with the growth expectations there. There 
is substantial room for adjustment of the fund 
sources as far as feasibility is concerned but 
difficulty in obtaining $12 million from reserve sales 
would indicate that the commitment to pay $20 
million on the bak debt might involve a serious 
sacrifice and call for reexamination of related 
aspects of the plan. 





>The Van Sweringen Co., 119 F2d 231, 234 (6th Cir., 
1941) cert. den. 314 US 671; In re Norcor Mfg. Co., 
109 F2d 407, 411 (7th Cir. 1940), cert. den. 310 US 
625; In Re Marquette Manor Bldg. Corp., 97 F2d 733, 
735 (7 Cir. 1938), cert. den. 305 US 648; cf Mosserv. 
Darrow 341 US 267, 273, 274 (1951), SEC v. 
Chenery Corp., 332 US 194 204-209 (1947). 


7’Scherk v. Newton, 152 F2d 747 (10th Cir., 1945) 
and Farlec & Co. v. Springfield-South Main Realty 
Co., 86 F2d 931 (1st Cir. 1936), each were cases in 
which debtor had, for no lawful reason, refused to 
pay interest on part of its bonds, while paying 


interest on other debts. The bondholders 
discriminated against thus had an _ additional 
undisputable claim for the unpaid interest. They 
received full payment in one case and settled for half 
in the other. 
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Vill. OTHER MATTERS 


Article 5.3 of the Plan provides that debenture- 
holders shall receive “the number of shares of 
common stock having a reorganization value equal 
to 112% of the amount of the allowed claim 
represented by each debenture so declined.” 
Allowed claim is defined in Article 1.4, and 
Reorganization value in Article 1.34, the latter 
definition being the aggregate value of $134.4 
million discussed above. 


The per share reorganization value cannot be 
computed until the exact number of shares to be 
issued is determined, which will be affected by the 
amount of allowed claims. This will depend on (1) 
the confirmation date, which will control the amount 
of accrued interest for both banks and debenture- 
holders, and (2) the decision on the pending 
disputed claims. 


The Court’s finding of value can be readily converted 
into a per share equivalent for each debenture 
holder (Table Ill, p. 14 supra). But the formula 
approach and the additive method used by the court 
leave room for controversy as to whether the effect of 
such changes as the pending lease sale do or do not 
call for a recalculation. 


We would strongly recommend that the plan be 
amended to make specific the number of shares to 
be issued for each $100 of creditor claims. 
Consideration should be given to eliminating most of 
the fractional share problem dealt with in Article 9.5 
by selecting an implied reorganization value and an 
effective date on which to terminate accrual of 
interest, which will fix the number of shares to be 
received by debentureholders. 


This technique will also eliminate the need for the 
legally doubtful protective provision in Article 12.5 
which would limit the distribution to contested 
claims to the amount in the reserve fund, if 
allowances exceeded the reserved amount. A large 
reserve fund prejudices the common stockholders 
by reducing the per share value and increasing the 
number of shares issued to allowed claims. Undue 
curtailment of the fund shifts the risk of an 
underestimate to the holders of the contested 
claims, and delays the satisfaction of those who 
proceed diligently until “the last contested claim is 
eliminated.” The amounts at stake here are too small 


to make such a procrustean solution necessary, 
even if it were lawful. 


448/SEC DOCKET 


CIC is a reporting company under the Securities 
Exchange Act of 1934, and the reorgnized company , 
will continue to be a reporting company, pursuant to 
Section 12(g) of the Act (15 U.S.C. 781(g)). We 
would recommend that, as soon as practicable after 
confirmation, appropriate pro forma_ financial 
statements of the reorganized company be 
submitted to our Division of Corporation Finance for 
examination and review. 


IX. CONCLUSION 


The plan may be approved if the question raised 
about the bank settlement agreement is 
satisfactorily resolved. Unless the proposed oil and 
gas sale is completed, feasibility amendments will 
be required before it can be confirmed and promptly 
consummated. 


By the Commission. 


George A. Fitzsimmons 
Secretary 
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APPENDIX A 
DESCRIPTION OF CONTINUING OPERATIONS 


UIL insurance was organized in 1961 and is licensed 
to do business in the District of Columbia and all 
states of the United States except for New York. 
Historically, the company has emphasized the sale 
of term life insurance. As of December 31, 1979, 
83.1% of UIL Insurance’s life insurance in force 
consisted of term insurance while 16.9% consisted 
of whole life and endowment. As of the same date, 
approximately 65% of UIL Insurance’s sales were 
generated by W&R’s sales force and about 35% by 
independent agents. The management intends to 
increase its reliance on independent agents to the 
extent possible. 


As shown below, UILIC’s operating income has 
increased annually except for a slight decline in 
1975 and after-tax profits have increased annually 


except for slight declines recorded in 1973 and 
1975. 


1975 
$2,485,000 
618,000 
295,000 
60.0% 
4,450 
10,413 
315 488 
15,178 
1,441 
28,336 
22,100 
14,009 


Life insurance in force! 

New business issued! 

Insurance terminated? 

Policies in force? 

First year premiums’ 

Renewal premiums?* 

Annuity premiums‘ 

Total premium income’ 

Net investment income® 

Admitted assets? ’ 

Invested assets® 

Capital and surplus‘ 

General expenses as a percent 
of net premium income® 

Rate of net investment income to 
mean assets>? 

Lapse ratio® ° 

Mortality’° 


‘Annual Statement, 1979, page 14A. 


21975 First Boston Report, Schedule III, page 2; 1976-79, Annual 
Statement, 1979, page 15, line 21. 


31975 First Boston Report, Schedule III, page 2; 1976-79, Annual 
Statements page 15, line 31E. 


41979 Annual Statement, page 14A. 


51979 Annual Statement, page 14B. 


61975-78, First Boston Report, Schedule III, page 2; 1979 Annual: 
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12.4% 


7.20% 
11.1% 
84.0% 


Its earnings record and statistics are tabulated 
below: 


(000 omitted) 
Income 
Operating Net 
$892 $605 
2,836 2,264 
3552 3,199 
3,804 3,071 
3,937 3,468 
4,875 3,267 
4,743 5,004 
6,499 6,087 
8,146 7,342 
9,775 8,392 
11,005 2,702 





Year 

1969 
1970 
1971 
1972 
1973 
1974 
1975 
1976 
1977 
1978 
1979 


*After Federal income taxes, paid on separate company basis. 


(000 omitted except as otherwise noted) 
1976 1977 1978 
$3,052,000 $3,428,000 $4,065,000 
913,000 780,000 1,023,000 
357,000 411,000 393,000 
68.6% 73.6% 78.8% 
6,582 5,413 5,583 
12,302 15,092 16,854 
1,904 3,883 
22,410 26,320 
2,479 3,289 
46,078 59,761 
37,300 49,900 
21,253 25,038 


1979 
$4,758,000 
1,157,000 
472,000 
84.8% 
3,733 
19,384 
4,991 
30,108 
4,489 
73,375 
62,296 
29,270 


19,372 
1,891 
35,705 
28,300 
16,307 
13.8% 12.1% 


9.6% 9.8% 


749% 
11.2% 
70.0% 


7.56% 
11.1% 
61.0% 


7.55% 
9.4% 
75.0% 


8.08% 
9.5% 
74.1% 


Statement, page 2. 


’Non-admitted assets range from $1.2 to $1.9 million and consist 
primarily of agents’ balances. 


81975-78, First Boston Report, Schedule II|, page 2; 1979 Annual 
Statement Ex. 5, Col. (1), line 13, divided by Line 1, Col. (1), page 
4. 

%Surrenders and lapses divided by mean of insurance in force. 
'01975-78, First Boston Report, Appendix |, page 5; 1979, 
Operations Review, Fourth Quarter 1979, page 1. 
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The statistics are based on statutory accounting, as 
required by state regulation. The income statements 
follow the revised GAAP accounting required for that 
purpose since 1974.! 


Its investments are conventional. At December 31, 
1979, it had 81.7% in bonds, 17.1% in preferred and 
common stocks, the 1.2% balance representing 
policy loans and mortgage loans. 


UIL Insurance’s main offices are located on leased 
premises at One Crown Center, Kansas City, 
Missouri. As of December 31, 1979, UIL Insurance 
employed 84 persons. 


The company’s life insurance portfolio is comprised 
of annual renewable term’, several types of reducing 
term and modified whole life policies, whole life and 
a new series of reducing term mortgage protection 
insurance products which was introduced in mid- 
1979. Customers’ options include waiver of 
premium, disability income and double indemnity 
benefits. All policies are on a non-participating 
basis. Flexible premium deferred annuities are also 
sold. Neither group life nor group accident and 
health are offered. 


W&R, whose sales force generates the bulk of UIL 
Insurance’s sales, acts as a general agent, receiving 
a commission and, in turn, compensates its sales 
personnel. Brokerage business comes from 
independent agents. UIL Insurance employs several 
sales representatives who solicit independent 
general agents to submit business to UIL Insurance. 
It had contracts with about 650 agents. 


UIL Insurance’s mortality experience on a 
Cumulative basis over recent years has been 
favorable. In the first quarter of 1980, mortality 
experience rose to 81.5%. Mortality experience is the 
number of the issuer’s death claims. It is compared 
with the mortality assumptions in the prescribed 
actuarial tables used in computing policy reserves. 
Mortality risk is limited by reinsurance. The present 
policy is to reinsure risks in excess of $300,000 on 
any one life, and to such other risks as underwriting 
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judgment calls for. Reinsurance currently amounts 
to about 5% of insurance in force. In the first quarter 
of 1980, however, mortality experience rose to 
81.5%. 


Shown below are summaries of the actual results of 
operations for the five years ended December 31, 
1979 and the projected results for the six years 
ended December 31, 1984. The 1981-1984 
projections were prepared by Tulin and adopted by 
UIL Insurance’s management, although differing 
substantially from management’s earlier 
projections.2 The experts testifying at the plan 
hearings, except the majority stockholders’ experts, 
concluded that UIL Insurance’s operation had not 
been severely impaired by the bankruptcy. The 
projections for 1980-1984 introduced into evidence 
consist of operating income and net income totals, 
without further detail. 





‘GAAP Insurance accounting, an acronym for 
“generally accepted accounting principles”, was 
incorporated in our Regulation SX by our Accounting 
Series Release No. 152, February 14, 1974. It 
adjusts the statutory accounts for statement 
purposes. The significant differences are that under 
GAAP, (a) policy and annuity acquisition costs are 
amortized over their respective lives rather than 
treated as expenses in the year incurred, (b) income 
is reported as earned, (c) provision is made for 
deferred income taxes, (d) certain assets designated 
as non-admitted assets and not recorded for 
statutory purposes are recorded for accounting 
purposes, and (e) realized gains or losses on 
investments are included in net income. Essentially, 
statutory accounting is on a cash basis whereas 
GAAP reporting is on the accrual basis. 


?Annual renewable term policies keep a constant 
face amount while the premium increases, reducing 
term policies keep the premium constant while 
reducing the amount of insurance. 


3Trustee Ex. 25, cf. First Boston Report, Appendix I, 
Page 6. 
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UIL Insurance* 
(000’s Omitted) 


Revenues 
Invest- 
ments? 


Gross 
Margin 
Total 2 


General 
Operating 
%* Expenses® 
ACTUAL 
$5,315 
5,563 
8,234 
74.2 12,310 
76.6 E525! 
PROJECTED 
76.2 $15,967 


Premiums 
Year! 
1975’ 
1976’ 
1977’ 
1978’ 
19798 


$13,779 $1,542 $15,321 $10,058 
17,625 2,049 19,674 12,062 
22,001 2,654 24,655 16,380 
26;192- 35/2 29,764 22,085 
29,503 4,773 34,276 26,256 


65.6 
61.3 
66.4 


1979’ 
1980 
1981 
1982 
1983 
1984 


$29,595 $4,856 $34,451 $26,246 


*On the basis of generally accepted accounting principles 
(“GAAP”). 


‘Ended December 31. 
Gross. 


3Revenues less first year’s commissions, renewal commissions 
and other direct selling expenses. 


‘Percentage of total revenues. 


The results for the first quarter of 1980 are as 
follows:* 


(000 omitted) 
1980 Percent 1979 Percent 
$7,711 83.6 $6,840 86.6 
Pols 16.4 1,062 13.4 
$9,224 100.0 $7,902 100.0 
$7,082 76.8 $6,011 76.1 


Premium revenues 
Investment revenues 
Total revenues 
Gross margin 
General operating 

expenses 
Operating income 
Provision for taxes 
Net income 


$4,285 46.5 
$2,797 30.3 

692 tz 
$2,105 22.8 


$3,638 46.0 
$2,373 30.0 

586 74 
$1,787 22.6 


For the first three months of 1980, reported 
revenues were 16.7% above the like period of the 
prior year. Net income increased 18.4%. 


ConVest 


ConVest was organized by CIC in 1972. Its first oil 
and gas exploration program was marketed in 1973. 
An additional program was marketed in each 
subsequent year, with two programs offered in 1980, 
one limited to investment in properties already 
producing. 
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Operating 
Income %4 


Provision 
for taxes 


Net In- 
come® 


$4,743 
6,499 
8,146 
9,775 
11,005 


31.0 
33.0 
33.0 
32.8 
32.1 


$1,233 
1,584 
2,115 
2,443 
2,613 


$3,510 
4,915 
6,031 
4 ade 
8,392 


$10,279 
12,700 
14,800 
16,800 
19,600 
22,500 


29.3" “$2,533 $7,746 

9,500 
11,100 
12,600 
14,700 


16,900 


5Excluding capital gains: 1975 - $127,000; 1976 - $89,000; 1977 - 
$56,000; 1978 - $10,000. 


®Net of deferred acquisition costs. 


7First Boston Report Appendix |, Page 6. Computed percentages 
added. 


8S.E.C. Exhibit #1, Page 6. Computed percentages added. 


Originally, ConVest served purely as an investment 
manager. The responsibility for almost. all 
exploration, development and production rested 
with an independent oil operator. In 1976, ConVest 
established its own operating departments to 
conduct exploration and drilling activities. Since 
then, ConVest has generated 60-65% of its 
exploration prospects internally while contracting 
externally for the remainder. ConVest does not 
engage in any exploration or drilling activity other 
than through the programs which it sponsors. 


Exploration activity has been concentrated in Texas, 
and a lesser degree in Mississippi, Louisiana and 
Wyoming. Drilling has been conducted almost 
entirely on-shore with a limited amount of bay-water 
drilling. 


ConVest’s main office is located on leased premises 
at 1700 West Loop South, Houston, Texas. 
Approximately 49 persons are employed, including 





4SEC Ex. 2(c) Page 13, excluding capital gains of 
$17,000 for 1980 period and $5,000 for the 1979 
period. 
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the staff of Distributors. Presently, ConVest serves as 
general partner in nine limited partnerships 
including two 1980 Programs. The ConVest 1980 
Energy Income Program commenced operations on 
January 24, 1980 with limited partner subscriptions 
of $3 million, including $486,000 invested by 
ConVest as a limited partner. The ConVest 1980 
Energy Program became effective February 29, 
1980. Williams Ranch, in the 1978 Program, in 
February 1980 had 12 wells drilled and producing. 
This has been by far the most successful of the 
programs. The gas pipeline for the 1978 Program 
was expected to be completed in time for revenues 
from the sale of gas to commence in March 1980. In 
January and February 1980, ConVest consummated 
the sales of the 1976 Program’s interest in three 
developed properties for a total consideration of 
$4.5 million of which ConVest’s share approximated 
$1.7 million. 


The drilling undertaken by ConVest represents a 
balanced program in that about 25% of the 
prospects drilled are exploratory with the remainder 
being development projects. Drilling is done 
primarily on properties in relatively close proximity 
to already proven reserves and where the presumed 
geological structure is similar to that holding 
proximate reserves. ConVest seeks to limit its net 
exposure on a given well to $250,000. If it should 
appear that a well will cost a greater amount, the 
excess is shared with other parties, usually other 
participants in that well. 


With respect to each program, ConVest receives 6% 
of the limited partners’ contributions as a non 
recurring management fee,° and sales agents, 
primarily Distributors, receive a 9% commission.® 
The balance of ConVest’s revenues are derived from 
its interest in the production of the oil and gas 
properties discovered. Therefore, revenues and 
profitability are dependent on the success of the 
exploration programs. 


ConVest, as general partner in each exploration 
program, contributes certain capitalized leasehold 
costs and tangible drilling costs as tabulated below. 
The limited partners contribute the intangible 
drilling and development costs and bear certain 
other costs and fees. Revenues are divided 60% to 
the limited partners and 40% to ConVest, as general 
partner. The costs allocated to the limited partners 
are deductible for tax purposes in the year incurred. 
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Limited 
Partners! ConVest 
Costs through the Wellhead 

Christmas tree: 

Non-capital 100% 

Capital ~ 
Cost of Leases: 

Non-productive 100% 

Productive _ 
Joint costs? 60% 
Other currently tax deductible 

costs 


100% 


100% 
40% 


100% _ 


1ConVest has a 4% limited partnership interest in the 1973 
Program and 1% in each of the 1974-1979 Programs. 


Facilities costs downstream from Christmas tree, allocated 
ConVest overhead, operating and lifting costs. The Christmas tree 
is the equipment at the top of the pipe. 


In addition to the 40% interest and the first year 
management fee which ConVest receives as general 
partner, ConVest is reimbursed for direct 
expenditures made on behalf of the partnerships 
and for a portion of its general overhead attributable 
to partnership operations. In addition, ConVest is 
reimbursed for certain capital costs associated with 
wells which prove to be non-productive. 


ConVest generates and maintains an inventory of oil 
and gas prospects which may be drilled by its oil and 
gas programs or by other entities. When operator, 
ConVest is responsible for the supervision of drilling, 
completion and production activities, including 
collection, payment and distribution of all revenues, 
costs and expenses associated with the wells to the 
owners of working and royalty interests. Fractional 
ownership is general in the oil business. The partner- 
ship leases are subject to land owners and other 
royalties, and normally shared with other owners 
who divide both costs and revenues with the partner- 
ships under operating agreements under which 
operation may be vested in ConVest or in another 
owner. 


Limited partners’ subscriptions to each of the 1973- 





‘The management fees, net of registration costs 
incurred in connection with the formation of each 
program, are recorded as a reduction of the cost of 
oil and gas properties. 


*Distributors operates at a loss and is expected to 


continue to do so. Since it serves only ConVest, we 
include its loss in our analysis of ConVest. 
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79 drilling programs have been: 


(000 omitted) 


Offering! 
$10,000 
15,000 
8,000 
10,000 
8,000 
10,000 
10,000 


Program 
1973 
1974 
1975 
1976 
1977 
1978 
1979 


Subscriptions 
$2,205 

8,463 

6,066 

3,773 

6,909 

6,972 

4,925 
$39,313 


‘From Prospectuses or Forms S-1. 


?The lower level of 1979 subscriptions is attributed to CIC’s 
financial problems and bankruptcy proceedings and the bad 
weather which prevailed during the offering period (see First 
Boston Report Schedule VII, page 8). 


Limited partners are offered a conditional right to 
tender their interests to ConVest. The price, as 
defined in the partnership agreement is the 
estimated present value of proven reserves, as 
determined annually by independent petroleum 
engineers, applying a discount rate of 2% over 
prime, and deducting up to 30% “for special risk 
factors” from the result. Probable reserves are 
disregarded. 


As of December 31, 1979, the projected maximum 
annual repurchase commitment, utilizing the afore- 
mentioned estimated values based upon an 
engineering reserve report as of January 1, 1980, is 
as follows: 


Year of 
Commitment 
1980 
1981 
1982 
1983 
1984 
later years 


(000 omitted) 
Amount 
$3,593 
$1,000 
$1,285 
$1,000 
$1,000 
$4,000 
$11,878 


Footnote 9 to ConVest’s 1979 financial statements. 


The 1980 Program will add a maximum of $1 million 
or 25% of the limited partners’ capital contribution, 
whichever is less, annually from 1984-1991. The 
1980 Income Program will add a maximum of 
$750,000 annually from 1986-1994. Repurchases 
to date have been nominal: 1977, $23,000; 1978, 
$14,000; and 1979, $21,000 (Notes to consolidated 
Financial Statements, 10K 1977, 1978 and 1979). 


These projected commitments are continually 
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subject to revision as a result of revaluation of 
estimated proven reserves or changes therein 
arising from additional exploration and development 
activities. The maximum annual purchase 
commitment based on the purchase agreements, 
assuming a sufficiently high valuation of the proved 
reserves, would be $57.7 million as at December 31, 
1979. 


Since its formation in 1972, ConVest has shown the 
following operating results: 


(000 omitted)* 
ConVest 
Operating  Adjust- 

Year Income ment! Adjusted 
1973 $(235) $ $(235) 
1974 734 734 
1975 1,212 1,212 (131) 1,081 
1976 1,434 1,434 (21) 1,413 
1977 1,254 (650) 604 (10) 594 
1978 605 (2,574) (1,969) (21) (1,990) 
1979 1,544 1,544 (39) 1,505 


Distributors? Combined 
(239)  $(474) 
(550) 184 


'Write-offs of receivables from the 1974 and 1977 Programs, respectively. 
These receivables were created when ConVest advanced funds to the 
programs in anticipation of future revenues. Engineering reserve reports 
indicated that full reimbursements were in doubt and allowances were 
recorded to provide for the doubtful portions. More recent evaluations 
indicate a partial recovery of the initial write-off (p. 37 supra) 


2Distributors act as dealer manager paying the commissions of soliciting 
dealers. The 9% fixed commission from the partnership does not fully cover 
its costs. The large losses in early years include the similar service to Real 
Estate disposed of in 1975, and reflect the start up of the two programs. 


*The 1975-1979 Convest data is from CIC’s 1979 Form 10K. Distributors’ 
history and the first years of ConVest are from the Trustee’s 167(1) report. 
1975-1978 have been retroactively restated to reflect the company’s 
adoption, effective January 1, 1979, of full cost accounting which modified 
the company’s existing method. 


Results for the first quarter of 1980 are as follows: 


(000’s omitted) 

1980 % 

Total Revenues $1,496 

Cost of Operations 626 
Gross Margin 


1979 
$871 
41.8 441 
58.2 $430 
Other Expenses 15.3 143 
Operating Income 42.9 $287 
Interest Expense sa 68 
Provision for Taxes 3.5 22 
Net Income 34.3 $197 


The increase in first quarter revenues was primarily 
the result of increased production in the 1978 
program. Management’s revised projections of net 
income for the years 1981-1984 are: 
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Net Income (loss) 
(000-s omitted) 
ConVest' 
$6,268 
$6,250 
$6,217 
$6,043 


Year 
1981 
1982 
1983 
1984 


Distributors? 
$(135) 
$(202) 
$(270) 
$(337) 


‘CIC letter of September 29, 1980. 


2Trustee’s Exhibit 25. The exhibit showed 1980-1983 but was revised to 
postpone the estimates for 1 year 


In arriving at its original projections, management 
assumed that reserves would increase to $74.4 
million in 1984 from a projected level of $18.9 
million as at December 31, 1979. This reflects a 
preliminary engineering report dated January 1, 
1979 evaluating the 1973-1978 Programs as of 
December 31, 1978, and the assumption that 
reserves on future programs will be similar to 
historical results, i.e., a 4-1 ratio of reserves to 
investment. As to revenues, the original projection 
again reflected the engineer's report and assumed 
that future programs will produce the same annual 
revenues as the 1973-1977 Programs.’ 


The original projection also assumed that amounts 
raised by subscriptions from limited partners will 
increase from $7.0 million in 1978 to $25 million in 
1984. This was expected to be achieved largely as a 
result of the ability to attract funds through broker- 
dealers. Management believes that the end of this 
case would eliminate present reluctance of 
independent broker-dealers to sell ConVest 
offerings. It was anticipated that amounts raised by 
W&R salesmen will increase from $6.6 million to 
$10.0 million, and amounts raised by broker-dealers 
will increase from $0.4 million to $15.0 million. 


Future lease acquisition costs and the cost of well 
equipment were expected to be in line with past 
experience, i.e., 25% of amounts raised. Well 
equipment on development will be financed by bank 
loans to partnerships and repaid over the 
subsequent two years. A cost and price escalation 
factor of 7% per annum is assumed. Overhead 
expenses of the operating departments are expected 
to increase in proportion to amounts raised while 
those of the administrative departments are 
expected to increase 10% per year. 


The revised projections take into account the 
updated engineering report of BP Huddleston as of 
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January 1, 1980. The amount expected to be raised 
from new programs by broker-dealers was deferred 
one year to reflect the later completion of the 
Chapter X proceedings than was anticipated by the 
original projections. 


Waddell & Reed 


W&R was acquired by CIC in 1969. It is the national 
distributor and investment manager of a number of 
mutual funds registered under the Investment 
Company Act of 1940.8 W&R also acts as sponsor of 
several periodic investment plans for the 
accumulation of shares of the managed funds and 
manages a number of private investment accounts, 
the latter through its wholly-owned subsidiary, 
Research Management Associates. In addition, W&R 
accounts for about 65% of total sales of life 
insurance policies issued by UIL Insurance and 
most of the funds raised by the limited partnerships 
sponsored by ConVest. 


W&R receives compensation from the managed 
funds based on a percentage of net asset values, and 
underwriting commissions on sales of fund shares 
and fees for shareholder services. W&R currently 
offers bond funds, tax exempt bond funds, several 
varieties of common stock funds and a money 
market fund. Commission income is also derived 
from sales of life insurance and oil and gas partner- 
ship units. 


Since 1960 the mutual fund industry as a whole has 
experienced rapid growth. As shown below, the 
severe setback suffered by the equity mutual funds 
sector after 1972 has been more than offset by the 
growth in money market funds. 


Number of 

Reporting of Ac- 

Funds! counts 

410 10,635.3 

421 10,330.9 

Mutual Funds? 416 9,970.4 
Money Market Funds 15 103.8 
Mutual Funds 390 9,712.5 
Money Market Funds 36 208.8 
Mutual Funds 404 8,879.4 
Money Market Funds 48 180.7 


Number 


(Billions) 
59.8 
46.5 
34.1 





’First Boston Appendix |, Page 17. 


8Each fund, investment management, underwriting 
and shareholder servicing agreement is of one year’s 
duration cancellable on 60 days notice. 
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Mutual Funds 427 
Money Market Funds 50 
Mutual Funds 444 
Money Market Funds 61 
Mutual Funds 448 
Money Market Funds 76 


8,515.1 

177.5 
8,190.6 

467.8 
7,485.4 
2,307.9 45.2 
‘table abstracted from Investment Company Institute 1980 Mutual Fund 
Fact Book. Not all existing funds report to the Institute. More than 700 
existed as of December 31, 1979 with only 524 reporting. However, these 
524 represented 93.8% of mutual fund industry assets (Fact Book page 
13). In the aggregate, therefore, mutual fund assets were slightly in excess 
of $100 billion at December 31, 1979. 


?includes Bond and Income Funds. 


As of December 31, 1979, the net asset value of 
mutual funds managed by W&R totalled 
approximately $1.6 billion’, including $40.2 million 
in the United Cash Management Fund and $44.6 
million in the United High Income Fund which two 
funds were first introduced in 1979.!° 


As shown below, W&R has been profitable since its 
acquisition in 1969 except for the year 1974. 


(000-s omitted)! 
Operating Income 
$2,690 
3,436 
3,780 
4,931 


Year 
1969 


Net Income? 
$1,271 
1,980 

1,741 

2,269 

2,090 879 
(1,814)? (900)? 
128 64 
2,458 1,229 
2,396 1,226 
2,846 1,441 
1,950 1,067 


Years 1969-1978 abstracted from Trustee’s 167 report Exhibits 
D&E: 1979 taken from SEC Ex. 1 Page 11. 


2Excluding equity in net income of subsidiaries. 


3Loss. 


The poor showing during the 1973 to 1975 period 
resulted from a decline in the aggregate net assets of 
the funds managed by W&R. This decline resulted 
primarily from the decline in prices of securities 
generally during that period and, to a lesser degree, 
from net redemptions of shares of the open-end 
funds. Securities price improved during 1975 and 
1976 as did the level of net assets of the managed 
funds. The years 1977 through 1979 again involved 
lower levels of net assets managed for the same 
reasons, net although less acute. Earnings were also 
adversely affected by an inability to increase fees, 
since management believes this case would provide 
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the funds a good excuse for rejecting any change in 
the contracts. 


In 1979, W&R significantly expanded its marketing 
program particularly with respect to the two new 
funds previously mentioned. The expansion 
invoived the development and utilization of fund 
related computer programs, the creation of an 
inventory promotion aids and supplies, and the 
continued education of sales force to improve its 
productivity. The attendant cost lowered the 1979 
results, but management believes that such cost will 
be translated into future profits. 


Shown below are selected statistics relating to the 
W&R managed mutual funds at the end of each of 
five years ending December 31, 1979. 


Year Ended December 31! 


Compound 
Annual 
Growth 


1979 Rate 


Average Net 
Asset Value 
Funds 
Managed 
(000,000) 
% change 

Redemption 
Rate 

Redemption 
Rate (In- 
dustry)? 

Number of 
Sharehold- 
ers Accounts 
(000) Vol- 
untary 
Contractual 
Total 


$1,910 
8.1% 


$1,778 
(6.9%) 


$1,695 
(4.7%) 


$1,609 
(5.1%) 


11.72% 10.33% 12.08% 15.70% 


9.70% 15.20% 14.37% 


293.3 


149.5 
442.8 


272.3 
132.2 
404.5 


257.5 
116.1 
373.6 


239.5 
102.0 
341.5 


‘Abstracted from First Boston report Schedule III. 


2Investment Company Institute 1980 Mutual Fund Fact Book (page 24) 
shows percentages for 1977-1978 which differ from the above, as follows: 
1977 - 13.0%; 1978 - 16.4%; 1979 - 17.8%. 


The W&R sales force is typical of other mutual fund 
sales forces in that most of the sales force is part- 
time and a relatively small number of salesmen earn 
a disproportionate share of the commissions. In 
1978, 9% of the sales representatives received 59% 
of the total commissions paid to salesmen. For 1977 





°First Boston update Section III. 


0Operations Review 4th Quarter 1979, Page 3. ° 
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the figures were 8% and 55%, respectively.!! 
According to management, about half of all new 
sales people leave within one year and about 85% 
leave within three years.” 


Shown below are investment product sales, 
insurance sales and oil and gas partnership unit 
sales and the total number of sales and sales per 
sales representative for the years 1975 to 1979: 
Compound 
Annual 
Growth 
Rate 


(in millions)! 


1975 1976 1977 1978 1979 
Investment 
Product 
Sales $78 $75 $80 $81 
Insurance 
Sales—An- 
nualized 
Premiums 
Oil & Gas 
Partnership 
Unit Sales 5.7 3.6 6.4 6.6 Le 6.0 
Average Number Number of Sales Sales Per 
of Sales Representative 
Representatives Investment Insurance Investment Insurance 
2,147 18,454 13,922 8.6 6.5 
2,561 17,594 18,572 6.9 73 
2350? 18,489 13,984 7.9 6.0 
1978 1,884 18,301 12,794 9.7 6.8 
1979 1,925* 32,906 13,292 V7 6.9 
‘abstracted from First Boston Report Schedule III. 
“Includes sales of $2.5 million from “ConVest 1980 Energy Program”. 
‘During 1977 there occurred the resignation of a large number of salesmen 
in the southeastern United States. 
‘Reflects marketing of two new funds. 


$135 14.7% 


3,100 4,559 3,693 3,692 3,898 


Year 

1975 
1976 
1977 


W&R’s main offices are located in leased premises at 
One Crown Center, Kansas City, Missouri. Sales 
offices, many of which are occupied under tenant-at- 
will arrangements numbered 79 at December 31, 
1979 and were located in 34 states.'? 67 of these 
were divisional offices while the others are 
considered to be “satellite offices.” Employees other 
than sales representatives and district managers 
numbered 381 at December 31, 1979. 1858 sales 
personnel were employed on that date.'* During 
1979, a national sales manager was appointed with 
the objective of upgrading the quality of the sales 
force and developing new sales concepts. The 
management expects to add six divisional offices in 
each year through 1984. 


Shown below are summaries of operations for the 
five years ended December 31, 1979, original 
projections submitted by management for the year 
1979 as well as updated projections of after-tax net 
income for 1981-1984. 





First Boston Report, Schedule V, page 7. 


‘2Lehman, page 16. 


For 12/31/78 figures see First Boston Report 


Schedule V Page 8. 


4Qperations Review 4th Quarter 1979, page 12. 


(000’s Omitted)* 
(Percentages are of revenues) 


Direct 
Selling 
Expense 
17,086 
8,834 
9,524 
8,954 
9,653 


Operat- 
ing Ex- 
penses 
$12,702 
11,598 
11,174 
10.256 
11,592 


Calendar 
Year 
1975 
1976 
1977 
1978 
1979 


Gross 
Margin 
$12,830 
14,056 
13,570 
13,102 
13,542 


Revenues 
$19,916 
22,890 
23,094 
22,056 
23,195 


% come 
63.8 
50.7 
48.4 
46.5 
50.0 


Operat- 
ing In- Provision Net 
for taxes 
$64 
1,229 
1,170 
1,402 
883 


Income 
$64 
1,229 
1,226 
1,444 
1,067 


$128 
2,458 
2,396 
2,846 
1,950 


Projected 


1979 
1980 
1981 
1982 
1983 
1984 


22,005 8,741 13,264 


*The historical data are from Appendix | to the First Boston 
Report, p. 11, 1979 from SEC Exhibit #1, page 11. The 1979 
forecast is also from The First Boston Report. The Trustee’s 
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10,959 49.8 


2,305 1,105 1,200 


896 
2,212 
2,616 
3,053 


Exhibit 25, p. 5 provided netincome estimates only for 1981-1984 
and did not revise the old 1980 forecast which seems to have been 
abandoned. 
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Management's original projections for 1979-1984, 
vere based on the following key assumptions: 1) the 
sales force would increase at a 7.7% compound 
annual growth rate from 1807 at December 31, 1978 
to the level of 2880 representatives on December 31, 
1984; 2) investment product sales would increase at 
a 10.8% compound annual growth rate from $81 
million in 1978 to $150,000,000 for 1984; 3) the 
Standard and Poor 500 Index would increase at 
13.1% compound annual growth rate rising from 
97.6 at the end of 1978 to 204.6 as at December 31, 
1984, and 4) redemptions by mutual fund 
shareholders would be at the rate of 10% for 1979 
and 8% for 1980-1984.'!5 Further, it was assumed 
that the Gross National Product would increase 11% 
in 1979 and 9% in 1980-1984 and the Consumer 
Price Index would increase 9% in 1979, 7.5% in 1980 
and 6% in 1981-1984. Projections of management 
fee revenues were based on multiplying the 
projected increase on assets managed by the fee 
schedule currently in effect. 


The revised projections for 1981-1984 assume that 
management fees of United Funds will increase by 
$1.8 million per year effective January 1, 1982 and 
that assets of the United Cash Management Fund 
and other new fixed income products would increase 
$200 million per year. Assets of all other mutual 
funds managed were projected at 1980 levels. 
(Trustee’s Exhibit 25) While the original 
assumptions regarding securities market growth 
were not changed, alternative projections were 
created, as of May 15, 1980, to test the sensitivity of 
W&R’s results to current conditions i.e., a relatively 
flat stock market and higher than normal inflation. 
These alternative projections indicate that over the 
next four years W&R results would be not too 
different from the original projections which 
assumed lower inflation and higher stock market 
appreciation. 


Shown below are the results of the first quarter of 


1980. (000’s Omitted)** 
Revenues 1980 
Investment Product 
Commissions 
Investment Product 
Commissions 1,438 1,377 
Management Fees 1,868 1,838 
Investment Income 446 257 
Other 827 842 
Total Revenues $6,570 $5,633 
Direct Selling Expenses $2,773 $2,289 
Gross Margin $3,797 $3,344 
Operating Expenses 3,264 2,810 
Operating Income $533 : $534 
Provision for Taxes 245 , 258 
Net Income $288 $278 


1979 % 


$1,991 1,319 
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For the first three months of 1980, reported 
revenues were 16.6% above the like period of the 
prior year. The increase in net income was nominal 
reflecting an 18.4% increase in direct selling and 
operating expenses. Stock market action in March 
was the principal cause of lower asset values and, 
correspondingly, the nominal increase in 
management fees despite the increased amounts 
invested.!” 


RMA was organized by CIC in 1972 as a wholly- 
owned subsidiary of W&R. RMA is a registered 
investment adviser engaged in discretionary 
management of financial assets for corporate and 
non-profit institutions and specializes in managing 
pension, profit sharing and endowment funds. 


To date RMA has been a modest operation. It 
achieved a level of approximately $500,000 in 
revenues, primariiy from managed accounts, in 
1979 and realized initial operating and net incomes 
of $92,000 and $50,000, respectively.'® 


Management's revised forecasts of net income for 
the years 1981-1984 are $214,000, $508,000, 
$764,000 and $1,151,000, respectively.'? These 
amounts reflect the delay of the original projections 
one year. The projection for 1980 was not revised but 
the $50,000 net income actually realized for 1979 is 
not an inappropriate projection for 1980.7° 


Projections of management fee revenues from 
private accounts are based on an assumed increase 
in assets managed from $278 million in 1978 to $2.4 
billion in 1984. Projected revenues from services 
rendered to managed mutual funds is expected to 
increase at the rate of inflation. 





The rate actually increased from 13.5% in 1978 to 
15.7% in 1979. The trustee, however, reported that 
sales in the first 7 weeks of 1980 exceeded 
redemptions by $13 million, the first positive result 
in several years. 


16SEC Ex. 2(c) Page 19. 

“Operations Review March 1980 Pages 2 and 3. 
18Qperations Review 4th Quarter 1979, page 26. 
8Trustee’s Ex. 25, page 5. 

20First Quarter 1980 Operations Review discloses net 
income of $9,000 compared to $4,000 realized in 
the like quarter of 1979. 
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